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SOME PRACTICAL ASPECTS OF AUDITING 


S. R. Brown, F.1.c.A. 


(Being a lecture delivered to the Commonwealth Institute of Accountants’ Students’ 
Society, N.S.W. Division) 


1.—_THE AUDITOR’S REPORT 


You will notice that the first part of our 
talk tonight is concerned with auditors’ 
reports, and it is important to note at the 
outset that we are not dealing with audi- 
tors’ certificates. The only certificate of a 
recurring nature that an auditor gives is 
a certificate in respect of unclaimed 
moneys, which certificate must be con- 
tained in the annual return which the 
company forwards to the Registrar-Gen- 
eral. But the ordinary report which the 
auditor gives each year to members is 
properly termed a “report,” and as far as 
examination students are concerned they 
should be particularly careful not to term 
it a certificate. Now the Act stipulates 
that this report is a report to members of 
the company, not a report to the com- 
pany. I think you have probably all learnt 
by this that there is a vast distinction be- 
tween the company, which is a separate 
legal entity, and the members themselves. 
Now the duty of the auditor is to make a 
Teport to members, and what the Act has 
done in s. 115 is lay down several things 
which must be contained in his report, 
and I just want to remind you about 
those. Then, after briefly considering 
them, we will get on to the question of 
how far an auditor need qualify his report 
Mm particular cases, because that is prob- 
ver the most important aspect of our 
alk. 


The Companies Act requires that the 
auditor make an examination of the books 
of account, the register of members, and 
the other records which a company is re- 
quired to keep by law, and also the bal- 
ance sheet. They are the things referred 
to in the Act as being the material in res- 
pect of which the auditor must report. 
Having made that examination, the report 
must contain three elements. The auditor 
must firstly say whether or not he has 
obtained all the information and explana- 
tions he has required; secondly he must 
say whether the above balance sheet is 
properly drawn up so as to exhibit a true 
and correct view of the state of the com- 
pany’s affairs according to the best of in- 
formation given and supplied to him; 
thirdly he must say whether or not the 
register of members and other records 
which the company is required to keep by 
law or by its articles have been properly 
kept. Now, in practice, the report which 
is made pursuant to those requirements is 
usually a routine matter. Things generally 
go off in the proper way and it is very 
rarely that the auditor has to qualify 
his report, there being almost a standard 
form of report which goes on every bal- 
ance sheet which you see. Some of these 
requirements are important, and if we 
look at them we shall see that there is 
somewhat more in them than there ap- 
pears to be stated in the Companies Act. 
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Some Practical Aspects of Auditing—continued 


As to the first requirement, that he must 
say whether he has obtained all informa- 
tion and explanations he has required, 
there is a very important clue in that 
wording. During the course of his audit, 
the auditor does not simply come along, 
take hold of a set of books, and commence 
to tick them. Most of you are probably 
familiar with the audit procedure in one 
way or another, even though you may not 
have done the audit procedure itself. You 
probably have had auditors coming to 
your firm—I take it most of you are in 
the accounts department, and you have 
some idea of the way they go about 
things. But, irrespective of what you may 
see from the clerking point of view, many 
of you may not see what goes on behind 
the scenes, say, at a slightly higher level 
of activity which emanates from the prac- 
titioner himself, generally the proprietor, 
or the chief clerk of the audit firm. Now 


what goes on in that respect is generally 
a whole lot of interrogatory work, and 
that interrogatory work is designed to 
satisfy the practitioner about a lot of 


things. He does a lot of talking—a lot of 
it is done over, perhaps, lunch or morning 
tea; ‘some of it is done in his office, some 
of it on the job—but, one way and 
another, what is obtained in that interrog- 
atory work does help the auditor to form 
his opinion as to the state of the accounts. 
That is particularly important. He may 
require information and _ explanation 
about various things—you have probably 
all experienced the sort of information the 
clerks usually want. They have lists of 
missing vouchers and things like that, and 
they ask for explanation why they are 
missing. Sometimes the auditors are satis- 
fied to report the fact that such and such 
a list is there, and they simply think that 
their duty is done when they report it; 
sometimes they think that their duty is 
not done simply by reporting a list of 
missing vouchers, and they want explana- 
tions. There are many other things which 
they will want explained. One way and 
another the auditor has to satisfy himself 
and as to how far he gets a clearance one 
way or another is mainly up to his judg- 
ment. 

Now, when the Act says that he must 
report as to whether the balance sheet is 
properly drawn up so as to exhibit a true 
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and correct view of the state of the com- 
pany’s affairs according to the books of 
account and the information and explana- 
tions supplied to him, what you are get- 
ting there is a very omnibus form of pro- 
vision. The Act is virtually saying: “Now 
you, as an auditor, take everything into 
consideration about this company that has 
come to your knowledge during the period 
of the audit, and, having regard to all 
that, then you have to say whether or not 
this balance sheet is properly drawn up 
so as to give a true and correct view of 
the company’s affairs.” Some of you have 
probably heard that the word “correct” in 
that report is now not in favour and it 
does not apply in England. It must be 
used here because it is in our Act, but it 
is not now law in England. At the present 
time English accountants have to say 
whether or not the balance sheet repre- 
sents a true and fair view, which is a 
much better form of reporting, because 
correct is rather an obnoxious word. You 
must understand this too, that when you 
say something is true and correct you are 
not alleging there is any sort of absolute 
standard of correctness or truth to which 
this balance sheet which you are talking 
about must conform. That is never so. 

What impression the balance sheet 
gives people mainly depends upon 
the type of person to whom it is presen- 
ted. If you present a balance sheet of, say, 
the XYZ Co. Ltd. to a bricklayer, he will 
view it in a certain light; if you present 
it to a stockbroker, he may have a differ- 
ent view on it; if you present it to a 
banker, he will have another view still; 
if you present it to an accountant he, per- 
haps, will look at the thing in a different 
light altogether. There are different view- 
points, and how the balance _ sheet 
has to be drawn up so as to give a true 
and correct view depends upon, mainly, 
for whom the balance sheet is being 
drawn up. 

Now in the particular case which we 
have under consideration, the balance 
sheet is being drawn up for the benefit of 
members, and what we present to mem- 
bers we usually refer to as an accoul- 
tant’s balance sheet. Now in modern times 
some companies are presenting two bal- 
ance sheets each year. They are present- 
ing the accountant’s balance sheet in the 
ordinary way to comply with the statute 





September, 1951 


Some Practical Aspects of Auditing—continued 


and with all the latest recommendations 
on accounting principles, and they are 
presenting what is generally referred to 
as a “humanized” balance sheet. The 
“humanized” balance sheet takes out most 
of the figure work and substitutes descrip- 
tive phrases and symbols—pictures for 
the ordinary written word that you have 
jin the accountant’s balance sheet—and 
makes it something far more intelligible 
to the average person. Now that is becom- 
ing a practice—it is a fairly standard 
practice in America, and it is coming more 
into vogue here. It has been in vogue for 
many years with some companies here. 
The point I want to emphasize is that 
you must not assume that there is any 
absolute standard of truth or correctness. 
You must not assume that in respect of 
any one particular company you may have 
in mind you can prepare one balance 
sheet, and one balance sheet only. That is 
not so. One firm of accountants may pre- 
pare one balance sheet, and another firm 
may prepare a balance sheet for the same 
company which may be different. Now it 
may not differ in many material respects, 
but on the other hand it may. You will 
find, the way that modern trends are, it is 
quite possible to find that the X firm pre- 
pares a balance sheet which is quite differ- 
ent from that of the Y firm. It is possible to 
have a wide divergence of opinion. So try 
to avoid any dogma in talk about bal- 
ance sheets. That is particularly import- 
ant. Now just let me illustrate that with 
one recent case. Last year, in England, 
there was a case called In re Press Caps. 
Now I have referred to this on another 
occasion, but it is precisely in point for 
our present purposes. Jn re Press Caps was 
a case where the company concerned was 
merging with another company, and a 
balance sheet had been prepared and upon 
the strength of the balance sheet figures, 
together with the state of the market 
quotation of that company’s shares on the 
market, an arrangement had been entered 
into between the old company and the in- 
tended members of the new company 
whereby shares were to be transferred at 
certain valuations. The way it worked out 
was that the old members were to get, in 
exchange for so many shares in the old 
company, a certain number of shares in 
the new company. The way the scheme 
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operated under the statute (the English 
Companies Act—and we have precisely 
the same provisions here) it depended 
upon the getting the consent of a percen- 
tage of the members of the old company, 
which they duly obtained. But there was 
a dissenting member, and this member 
claimed that his shares ought to be bought 
out for cash on a different basis altogether 
because he alleged that the scheme was 
misleading. The basis of his allegation was 
that an item which appeared in the bal- 
ance sheet, namely factory plant and 
factory freehold, was shown in the bal- 
ance sheet in this fashion: “Factory free- 
hold and plant, at cost, less depreciation, 
£30,000 (approx.).” Now he claimed that 
the value of the factory freehold and 
plant was in the vicinity of £90,000, and, 
as it turned out, his contention was quite 
right. If that is the case, he said, obvi- 
ously the shares are worth more than the 
market value, for the good reason that if 
the market had known of the greater 
value of the assets then they would have 
put a higher value on the shares—an ap- 
parently logical argument. Just consider 
the point we are dealing with: we have an 
asset in the balance sheet stated at a 
figure of £30,000, which is one-third of its 
actual or real value, yet a very highly 
respectable firm of accountants gave a 
report on the balance sheet and nobody 
had ever questioned it. What the Court 
had to consider was whether ‘such a bal- 
ance sheet was misleading. Now when | 
tell you the different judicial viewpoints 
about all this, it will bring to your mind 
very forcibly the point we were emphasiz- 
ing before. 

The judge of first instance, a judge who 
is a man of very high academic attain- 
ments, had all the evidence before him 
and he had learned counsel to argue the 
matter, but he held the balance sheet was 
misleading and that the substratum of 
the scheme was false, as the real value of 
this factory plant and freehold was far 
in excess of its book value. 

Then the case went to the Court of Ap- 
peal, and the Court of Appeal said that 
there was nothing false about this balance 
sheet at all. The balance sheet says “Fac- 
tory freehold and plant, at cost, less de- 
preciation,” and that’s precisely what the 
factory plant and freehold is: at cost, 
less depreciation. However, the Appeal 
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Some Practical Aspects of Auditing—continued 
Judges pointed out that it was true that 
this land and freehold had three times the 
real value as compared with the book 
value, but, they said, when anyone looks 
at this figure in the balance sheet they 
ought to know that the land may have 
been bought many years ago, and it was 
bought for a comparatively low figure, 
and that due to rising price levels of free- 
hold the value of the land today is high. 

Now you see, to one judge the balance 
sheet was misleading—to that judge the 
balance sheet did not represent a true and 
correct view, yet it did to the accountant 
who reported on it. Yet again, to other 
judges, the three members of the Court 
of Appeal (and they were unanimous), 
the balance sheet did present a true and 
correct view. So please do not think that 
there is any absolute standard by which 
you measure the truth or correctness of 
a balance sheet. Sometimes the examiner 
may try to catch you on that. He might 
say that the directors present to the audi- 
tor a balance sheet showing certain items 
at cost, at so much, and you as the auditor 


investigate and find that these items have 
such and such values (and they are quite 
out of proportion to the book values), and 
then the examiner will say: “Would you, 
as an auditor, report on this in your re- 


port to the members?” I feel that the 
great majority of students would go 
straight ahead and give a qualified report. 
In point of fact, what you ought to do is 
argue that the balance sheet can still rep- 
resent a true and correct view of the state 
of the company’s affairs, even in these 
circumstances, and there may be no need 
to qualify the report, and you would just 
give an ordinary report. 

The requirement in the Act that the 
auditor must say whether or not the com- 
pany has kept the register of members 
and all the other documents and records 
which it is required to keep by law or by 
its articles is not usually framed in pre- 
cisely that way. You may have come 
across this before and are quite familiar 
with it, but I will just mention it to com- 
plete our work on this section. When the 
Companies Act says the auditor must say 
whether the company has kept all the 
records it must keep by law, the Act 
really went too far—at least, that is the 
professional opinion on the point. Pro- 
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fessional opinion is that the Companies 
Act did not mean to say ‘‘by law.’’ What 
the Companies Act meant to say was “by 
the Companies Act.” In other words, what 
the auditor has to report on, is whether 
the company is keeping all the documents 
and records it is required to keep by the 
Companies Act (not by law) or by its 
articles. The point there is that a phar. 
macist, for example, has to keep, by the 
Act which controls his profession, a drug 
register, and it is not the auditor’s duty 
to look into the drug register. But, ac- 
cording to the strict ruling of the Com- 
panies Act, he would have to see that the 
drug register was being properly kept. 

When you are giving your report, not 
only must you have regard to this s. 115 
we have been talking about up to date, 
but you must also have regard to any pro- 
Visions in the company’s articles of asso- 
ciation. Sometimes you get articles with 
a special provision about auditors and a 
special requirement from the auditors in 
the form of their report—true, these cases 
are rare. If that is in the articles, the 
auditor must see that his report covers 
that matter. 

As to qualifying the report, this is prob- 
ably the most difficult of all matters, and 
when you are writing on it in an examina- 
tion you must be particularly careful, be- 
cause it is a discussion of a qualified re- 
port that really stamps you as being a 
mature final student or intermediate stu- 
dent, as the case may be. 

As you” are through 
audit, you come across things in the ordin- 
ary every-day work which you have to 
have corrected, and by the time the audit 
is over vou generally have had them cor- 
rected. But it may be that there are some 
outstanding matters which have never 
been fixed by the company and you think 
they are serious enough to warrant an 
inclusion in your report to the members 
Although they may be serious enough to 
warrant an inclusion in your report to 
members, they may not be serious enough 
to cause you to give a valueless report. A 
valueless report is a report, really, which 
reads: “I hereby report to the members 
of such and such a company that I have 
inspected the books of account ete., and | 
report that the above balance sheet rep- 
resents a true and correct view of the 
state of the company’s affairs, according 


eoing your 
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Some Practical Aspects of Auditing—continued 
to the best of the information, explana- 
tions given to me ete., except that...” 
and then you go along and detail a few 
things, and from the reading of those mat- 
ters it becomes quite clear that you can’t 
possibly say that the above balance sheet 
represents a true and correct view. If 
your qualifications are that serious, the 
general practice is to add a note to the 
foot of the balance sheet referring to the 
fact that there is a report, and that this 
is the balance sheet referred to in the 
report of such and such a date, or some- 
thing like that, and then make a separate 
detailed report about the state of the com- 
pany’s affairs. 

There are advantages of this procedure. 
Section 110 of the Companies Act says 
that the directors may present to the 


members in annual general meeting each 
year a balance sheet, and there must be 
attached to the balance sheet the auditor’s 
report. That, in the case of public com- 
panies, for example, would be sent out to 
members. In the case of proprietary com- 
panies it does not have to be sent out. 


But the Act also goes on to provide the 
alternative that a reference to the report 
may be noted in the balance sheet and 
the report shall be laid before the mem- 
bers in general meeting, and not before. 
You have probably wondered about that 
provision. It is not generally understood 
as to what it means, but this is what we 
think it means: it means that where you 
have an adverse report that must be made, 
you can adopt the procedure of making a 
reference at the foot of the balance sheet, 
stating that this balance sheet is the one 
referred to in the report, and then you 
can make your report and table it before 
the general meeting. In that fashion you 
do not get adverse publicity for days 
beforehand. It is on the principle that 
when someone in the forees is killed in 
action, the relatives are always notified 
first—well, in an adverse report by the 
auditors it is only fair the relatives there 
should be notified first, and they are the 
first to get it at the annual meeting. 
Incidentally, the usual practice is that 
the directors present the auditors with the 
balance sheet at the end of the year. The 
auditors have been doing their routine 
work, and they might have been doing it 
right throughout the year; or they might 
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have come at the end of the year and done 
a completed audit, that is an audit which 
starts and finishes all at the one period of 
effort. The directors will present the 
auditors with the balance sheet, and the 
auditors will audit the balance sheet and 
then they will type their own balance 
sheet, and in the typing they might re- 
arrange the assets and liabilities in ac- 
cordance with the way they think they 
ought to be arranged and make whatever 
modifications to terms and so on—after 
consultation with the directors, of course 
—and then they will type in their report 
to the balance sheet. That is the usual 
practice. 

Now, if you are making a qualified re- 
port in such a way that you are including 
the qualifications in the report which is 
attached to the foot of the balance sheet 
and you are not making the separate re- 
port we were talking about earlier, you 
really must be very careful to make sure 
that the qualifications you make are un- 
ambiguous: that they mean precisely 
what it appears they mean. Now you have 
in the books one classic illustration of 
that—of where there was an ambiguous 
report and where the auditor was held 
liable as a result of it. 

This one with 
very familiar in auditing. It 
London and General Bank. 

A man named Theobold was the audi- 
tor of the London General Bank, and he 
was quite an innocent party to the ex- 
tensive frauds which had been perpet- 
rated. But, after Theobold had _ been 
auditing the accounts of the London and 
General Bank for some period of time he 
realised that a good percentage of the 
debtors of the bank was represented by 
amounts owing of a very doubtful charac- 
ter. When Theobold came to the conclu 
sion that the debts were doubtful he in- 
cluded in his report on the balance sheet 
a statement that the debtors were “sub- 
ject to realisation.” 

Now you will agree, I think, that was 
a most extraordinary statement to make. 
You can see why he made it. He thought 
it would cover him in the event of these 
loans to customers and other debts prov- 
ing to be bad, which he thought they were. 
But, on the other hand, he didn’t want to 
say that the balance sheet was valueless, 
for obvious reasons. So he adopted this 
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Some Practical Aspects of Auditing—continued 


middle course of saying that the debtors 
were subject to realisation. But there was 
really no force in that remark at all. If 
anything, what it did was to put the 
shareholders on inquiry. Well, you know 
the result of that case. You know the 
judge said that what an auditor reports 
must be more than that to put the share- 
holders on inquiry. You must give them 
information, and not means of informa- 
tion, and this all gets right back to the 
point we started with, namely, that when 
you qualify your report on the balance 
sheet you must qualify it in such a fashion 
that there is no ambiguity about it at all. 
It might mean, as I said before, that the 
qualifications you have are so _ serious 
that you cannot give a report in the ordin- 
ary way. If that happens, make a separ- 
ate report; that is the best thing to do. 

Now there is one respect in which that 
is important, and that is how far a quali- 
fied report by the auditor may damage 
the company. There is a lot of talk about 
that in the text-books; it is said that an 
auditor is in a very curious position be- 
cause if he reports the true state of affairs 
and if that true state of affairs is bad, 
then he would be the cause of the com- 
pany suffering great damage on the mar- 
ket from its competitors. On the other 
hand, it is said that he has duties, and 
whether or not his report is going to dam- 
age the company is of no consequence; 
and it is between those two extremes that 
he has probably to decide on what 
course of action he must take. Now, it 
must be understood that the fact that a 
company may suffer damage on the mar- 
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ket because of an adverse report does not 
excuse the auditor for failing to make the 
report if it is his duty to do so, 


One particular matter which your sec- 
retary put in tonight’s agenda is the ques- 
tion of what qualification, if any, an audi- 
tor should make in his report when the 
market value of investments is different 
from cost. The answer to that largely de- 
pends on whether the investments con- 
cerned are fixed or current assets. There 
is an accounting rule that fixed assets may 
be shown in the balance sheet at cost, but 
if there is a permanent and substantial 
drop in value from cost the result is mis- 
leading. 


A rule-of-thumb definition of current 
assets is that they are assets which will 
mature within one year of the date of the 
balance or which will be converted into 
the status of cash within one year from 
the date of the balance sheet. If invest- 
ments are that type of thing, then they 
ought to be valued at cost or market, 
whichever is the lower. But what concerns 
us as a general matter is the question 
whether the investments are stated at a 
figure which is hopelessly out of tune with 
their market value. If that is the case, if 
it is a very serious matter you might re- 
port on it. If it is not that serious, but 
there are substantial differences in the 
market and cost values, put the market 
values in brackets if you want to retain 
cost. If you want to bring your invest- 
ments down to market value you natural- 
ly make a provision for them. Of course, 
then there would be no need to qualify 
your report at all. 


2.—DIVISIBLE PROFITS AND DIVIDENDS 


The other point we have to consider to- 
night is the auditor’s duties and responsi- 
bilities in regard to two matters: 


(a) where a company pays dividends 
out of profits without making pro- 


vision for depreciation of fixed 
assets; and 
where there is an accumulation of 


losses incurred in previous years. 


(b) 


There are two distinct matters referred 
to in this paragraph. When a company 


pays dividends cut of profits without 
making provision for depreciation, what 
are the auditor’s duties and liabilities? 
The thing to do in a matter like that is to 
keep quite distinct and separate in your 
mind the legal principles and the account- 
ing principles. They are quite different, 
and I am afraid that is how you must 
answer them in the examination. The 
legal principle in a case like that where 
no provision has been made for deprecia- 
tion is one that is a root principle. 
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The Companies Act lays down that a 
company may not refund paid-up share 
capital to members, except by special 
resolution, when the articles authorize it 
and the approval of the Court has been 
obtained. The approval of the Court will 
not be given except after a very detailed 
and careful consideration by the Court of 
all the company’s creditors and its whole 
asset and liability position. You can see 
that that is a somewhat difficult matter 
in practice. It means you have to petition 
the Court—apart from the special resolu- 
tion, the provisions in the articles, and so 
on. You can overcome those difficulties, 
but you have to petition the Court, and 
that is usually a tedious matter. Then the 
Court considers the creditors, and it is 
quite an expensive matter. The only thing 
you will find in the Companies Act or in 
any body of case law that has been built 
on the Companies Act is that one principle 
that a company cannot return to members 
any paid-up share capital except by the 
way the Companies Act authorizes. Now 
that is the clue to all the principles ete. to 
do with payments of dividends out of 
capital. You can see how the difficulties 
arise. In every case what you have to 
consider is whether the money that has 
been paid over to members, although it 
may be framed in the form of a dividend 
—they might put percentages on to it, 
and make wonderful dividend resolutions 
about it—is really in essence a return of 
capital to members. And I suggest to you 
that the best way of understanding the 
position is to take a balance sheet that 
starts off from scratch—a balance sheet 
where ten people put in £1,000 each and 
you have £10,000 capital; you have £10,000 
cash. A company could never declare a 
dividend out of that. It could never pay a 
dividend out of the cash, because if it did 
what it would be doing would be returning 
the capital the members had paid in. Al- 
though it may be in the guise of a divi- 
dend, it would be of no effect, because the 
Companies Act says you cannot declare a 
dividend except in the ways it lays down. 
You ean see that is a fair case. It does 
not take much exercise of the mind to 
consider other cases where, although a 
little profit is earned, you might declare 
a bigger dividend than the profit earned, 
and it would mean you are paying so 
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much profit back to members and so much 
capital back to members. When you get 
an every-day corporation that has been 
going some years, with a whole compli- 
eated list of assets and liabilities in its 
balance sheet, has earned profits and 
losses over a period of time, has accumula- 
tions in reserves and various other ac- 
counts— where you get that state of 
affairs, particularly in today’s times, when 
balance-sheet values at cost bear little re- 
semblance, if any, to real values, then it 
difficult matter sometimes to deter- 
mine whether what the company is doing 
is paying back capital to members, but 
that is the test you always drive yourself 
back to, every time, whenever you are 
asked any problem in connection with 
paying dividends out of capital. You 
might say: What has this to do with de- 
preciation? There is no rule of law which 
says that a company must depreciate its 
fixed assets. There is no rule at all. Some 
people allege, on very bad authority, that 
the case of In re Crabtree; Crabtree v 
Crabtree is authority for the rule that 
depreciation of fixed assets is necessary 
before you arrive at a profit which is 
available for distribution among members, 
but that is not so. Crabtrec’s Case is not 
an authority for that proposition at all. 
All that Crabtree’s Case is an authority 
for is the proposition that depreciation of 
fixed assets is a proper charge against 
profits, not that it is a necessary charge- 
and it does not say that it is a proper 
charge in all eases. When an auditor looks 
at a set of accounts and gets in a quiet, 
reflective mood and considers a few 
things, he will come back to this question 
of depreciation and he will examine the 
schedule of and so on that the 
company presents to him; he will examine 
the method of depreciation; in some cases 
he will make inspection of the actual 
plant and so on; and he has to come to a 
decision as to whether the depreciation 
the company has charged is adequate or 
not. It may be that a company charges 
no depreciation whatever in one particu- 
lar year, although it has been charging 
depreciation in years gone by—yet al- 
though it charges no depreciation it might 
be quite a proper thing. There might 
simply be no charge against profits in 
that year for depreciation for certain rea- 
sons. 


Is a 


assets 
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Some Practical Aspects of Auditing—continued 

There are different views about depre- 
ciation, and I am afraid that professional 
opinion about it is in a very conflicting 
state. There are some people who say 
that all an accountant does when he de- 
preciates assets is simply get out of the 
books over a period of time the debit that 
is in the asset account, because the ac- 
countant feels that at the end of a certain 
period of time the point will be reached 
where the company will not have the 
asset. There is that view, and it is held 
by a lot of members of the profession, and 
they are very determined that this is the 
only reason why accountants depreciate 
assets. There is another view. In this 
view what an accountant does when he 
depreciates fixed assets is see that a 
proper charge is made against revenue for 
the period under review for the use which 
the corporation has made of its capital 
assets. On that view, if you didn’t use an 
asset at all in one year, the asset may not 
have contributed to the profit of the busi- 
ness at all, and therefore there may be no 
charge for depreciation. That is the long 
and the short of it. You don’t regard the 
market value of the plant in question, be- 
sause market value never controls the de- 
preciation of fixed assets. It might one 
day—it might the way things are going— 
but it has never, up to date, controlled the 
depreciation of fixed assets, and you 
people must keep market value and value 
for internal depreciation purposes as two 
separate things. It may be that in one 
year the decision is made not to charge 
depreciation at all. Because that is so, 
don’t jump into the breach and say the 
asset has always been depreciated, if 
there is no depreciation this year then the 
accounts are wrong. 

Suppose you say that you have made a 
small profit of £10, and if you charge de- 
preciation of £1,000 as you ought to, then 
there would be a loss of £990, then you 
certainly could not pay a dividend in 
those circumstances. Where would your 
dividend come from if you had a loss? It 
could come out of last year’s reserve 
which you might have set aside. Say last 
year’s reserve was £1,000, we could dis- 
tribute the whole of that £1,000 if we so 
desire—there is nothing to stop us doing 
so this year. But some people say you 
have to provide for this year’s loss out of 
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the profits you have accumulated, and 
keep all your capital intact as you go 
along in order that you won’t distribute 
any capital back to the members. 

Well, all those considerations are quite 
irrelevant to the issue. The issue is: Does 
what you are doing amount to a distribu- 
tion of capital back to the members? And 
it may be that on book values it 
mean a distribution of capital to mem- 
bers, but if on real values it does not mean 
any distribution of capital to members 
then it is submitted there is not infringe- 
ment of the Companies Act. 

Now what is done in a doubtful case— 
if the directors feel doubtful, if it is on 
the margin—what they will do is revalue. 
And today you see a great many cases of 
revaluation going on, mainly because the 
book values are getting quite out of tune 
with reality, and because of that you are 
getting book values of assets, plant, free- 
hold, ete. written up and the surplus being 
issued in the form of bonus shares, and 
the whole company’s capitalization is being 
put on a better basis. But please do 
not run away with the idea that because 
depreciation has not been charged for in 
a particular case then what you are doing 
is returning capital to members. 

I have been concentrating mainly on the 
legal aspect, and that, as I have pointed 
out, only depends on that simple issue. 
3ut the accounting principle idea does 
not depend upon issues as simple as that. 
The accounting principles behind depreci- 
ation are very complex. You have to learn 
a whole lot of procedure and practice and 
rules, ete. You have to read a fair bit 
about different types of assets and a fair 
bit of depreciation theory before you can 
determine in a particular place whether, 
having regard to the facts with which 
you should have acquainted yourself in 
any practical instance, those assets should 
be depreciated or not. As I say, you might 
or might not decide that depreciation is 
necessary, but this is the point: if you 
decide that from the accounting principle 
point of view depreciation is necessary, yet 
the directors decide from the legal point of 
view through their legal advisers that if no 
depreciation were charged and if the com- 
pany distributed the profit that the com- 
pany would still be making a distribution 
which would not be a distribution of capi- 
ta' ‘* you have that conflict of forces, and 


does 
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Some Practical Aspects of Auditing—continued 
if the directors want to have their say 
about it, then you must give in. 

You could do different things then. You 
could say that ‘‘if you haven’t that much 
confidence in me that you don’t adopt my 
suggestions as to depreciation, I’ll resign’’ 
(if you are that type of person—which you 
might not be). You might say: ‘‘Oh well, 
if you don’t want the asset depreciated, 
then we don’t depreciate it, but I will have 
certain observations to make. If you want 
to distribute the profit you have in the 
form of dividend, and you are legally ad- 
vised that that is possible without infring- 
ing the statutory rules about reducing capi- 
tal, I can’t persuade you to do the other 
thing.’’ In modern times you will find that 
more and more notice is being taken of the 
accounting view and that directors will be 
very reluctant to do anything, even on 
legal advice (where they have a discretion- 
ary choice, as in the case we are talking 
about), they will be very reluctant to re- 
fuse to concede the accountant his point, 


provided they feel the accountant has come 
to it after considered judgment on the mat- 
ter. 

I hope that has cleared up this question 
of depreciation for you. Keep separate the 
legal angle and the accounting angle, es- 
pecially where there is a conflict in a par- 
ticular case. 

Where there is an accumulation of past 
losses, the same point exactly applies. If a 
company has been earning losses and losses 
year after year, and it nevertheless comes 
to this year under review, and it has earned 
a considerable profit, there is nothing to 
stop it distributing that profit in the form 
of a dividend, just so long as what is being 
distributed does not mean that there is any 
capital returned to members in conflict 
with the Companies Act. That is the only 
criterion. In all the cases in the textbooks 
you will find that is the only point which 
erystallizes out of all the judgments, viz.: 
is there a return of capital in an unauthor- 
ized way or not. According to whether 
there is or is not, so the Court says ‘‘No’’ 
dee Taig 


3.—TRADING STOCK 


As to point (¢) on the agenda—the audi- 
tor’s duties and liabilities where he, the 
auditor, relies on a certificate given by 
the managing director as to the existence 
and value of stock on hand—I don’t know 
whether you hope that I shall go through 
the whole question of stock in trade, but I 
hope you don’t expect me to do that be- 
cause it would be far too big a_ task 
altogether. We would need a whole night 
on that. 

I think what I had better consider more 
especially is the question of how far an 
auditor is entitled to rely on a certificate 
of the managing director as to the value of 
stock on hand—TI think if we consider just 
that precise point we will get that in focus, 
and will not be sidetracked to a lot of other 
issues about stock in trade like prices quo- 
tations. 

When you come to the close of your audit 
and start checking the trading figures and 
balance sheet, naturally the stock in trade 
is of very great importance. It is the 
pivotal point about which the whole 
revenue position revolves. If your stock 
figure is sound, then you can virtually say 
that the arithmetical accuracy has been 


tested so well that the auditor should find 
the rest of the financial statements reason- 
ably right, but nobody can ever feel happy 
about stock in trade. The reason for that 
is obvious. An auditor who is not an expert 
in stock simply cannot check stock in all 
cases. In some cases he can, in others it is 
physically impossible for him to do so. I 
know there is a great difference of opinion 
about this. In America particularly, I think 
they have almost taken the practice atti- 
tude that an auditor must test check stock 
throughout the year. Some firms of accoun- 
tants make a point of testing, say, 50 lines 
a week, and they have a test every week, 
and over the 52 weeks of the year they 
cover most or all the lines carried by the 
firm, and they can therefore say at the end 
of the trading period that they have tested 
the whole of the stock, not at the one time, 
but over the period, and you have the run- 
ning perpetual inventory to enable you to 
do that. 

I do agree that you must test check stock 
wherever you can possibly do so within 
reason, but it is not always possible to do 
so. I don’t think I’d be very dogmatic 
about that if I were you. I know a recent 
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recommendation has come out in one 
journal that is against that. I think the 
recommendation is to the effect that you 
must test check stock in all cases. That is 
obviously impossible in some cases. I don’t 
think you can take it in that dogmatic 
fashion. 

Now, if you can’t test check the stock 
personally in all cases, how far are you 
entitled to rely on the certificate of the 
managing director? I have known cases in 
my experience where a managing director 
has given a stock certificate which has cer- 
tified that such and such stock is on hand, 
how it is valued, and so on, and I have 
asked a few questions and I have found 
that the company did not own stock at all, 
despite the fact that the stock has been put 
in the trading account and in the balance 
sheet. What | found in that case was that, 
far from the company owning stock, what 
they owned was a debt against the com- 
pany which originally sent them stock 
which was a far better sort of thing, be- 
cause the stock was of little value. That 
was why I was concerned and why | 
started to ask a few questions in the first 
place—because I knew the stock was of 
little value, but the directors thought they 
were saddled with it, when in point of fact 
they were not. The stock certificate they 
gave was in the form of the company being 
the legal owners of the stock, as ever) 
stock certificate is, as you all know; so the 
first question you can ask when you are 
handed a stock certificate is: How are we 
going to satisfy ourselves that the company 
has the stock in question. In some cases 
that is going to be an impossible question 
to answer. In other cases it is going to be a 
very simple question. If it is an impossible 
question to answer, then you could be ex- 
cused if you take the managing director’s 
certification without query. If something 
is not possible, you are not expected to do 
It. 


There may be a lot of things we ought 
to do, but if some of them are impossible, 
we are not expected to do them, even al- 


though we ought to do them. The same 
principle applies right throughout audit- 
ing. I suppose if what we ought to do as 
auditors is check everything, test nothing, 
every mortal thing that ever went through 
the books, when people went round to 
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stocktake, we would have a battery of our 
own clerks from our own audit office go 
round with them—you see that would be 
quite impossible to do, because in that 
event it would be one big audit to every 
firm of accountants in Sydney, and they 
would not get through much work at all. 
Where the thing is impossible, it is not ex- 
pected that you do it—lI think that is a 
rough sort of rule-of-thumb you can use. 
Where it is possible, then you are expected 
to do it. That is the converse, and it is a 
very important converse. 

If something is possible in the reasonably 
easy region and it is something you ought 
to do, then if you don’t do it you are neg- 
ligent, and if in fact the stock figure turns 
out to be false, and relying upon that stock 
figure (you understand the higher that 
stock figure the higher the ultimate net 
profit will be, and the lower the stock figure 
the lower the net profit), the company 
pays out a dividend to its members on the 
strength of the profit so disclosed, then 
maybe what you have is a return of capital 
to members, and for that the auditor can 
be sued in tort and the action is one for 
negligence. The auditor is charged with 
being negligent in that he did fail to carry 
out his duty in connection with the stock 
in trade, as a result of which the company 
suffered loss; and, of course, he can have 
claimed against him the whole of the divi- 
dend that was so paid out of capital. 

As I say, this question of whether you 
are going to rely on the certificate of a 
managing director is a very difficult ques- 
tion. You might not like the managing 
director—you might have seen him do 
curious things in the past and you might 
not think that his integrity is of the high- 
est. That is not a fairly common thing, 
but it does happen in some cases, and you 
should always scrutinize anything that per- 
son does. A person who is put in the wit- 
ness box and charged with negligence is 
bound to be asked whether he had any 
prior reason to believe that the managing 
director wasn’t conducting himself in the 
proper way. All of the surrounding cir- 
cumstances must be considered in order to 
ascertain whether an auditor is entitled to 
rely upon and trust an officer of the com- 
pany. 

I do not think I can go very much fur- 
ther with you on this stock question. | 
know it is not altogether satisfactory to 


(Continued on page 331) 
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Some Practical Aspects of Auditing—continued 


leave it in this state, but I am afraid what 
would have been better for us to do would 
have been to take stock in trade and prob- 
ably go through the whole thing, but then 
we would have spent an evening on that. 
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But it has been very well done in your text- 
books, and I think you will find, for ex- 
ample, that Mr. Trish’s book has about 18 
paragraphs on this question of audits of 
stock, and we would have perhaps wasted 
the night if we had gone over that ground. 





COSTS AND PRODUCTION STANDARDS 


Haroitp B. WILLIAMSON, A.1.C.A. 
PART VI 
COSTS ANALYSIS 


(A) Variance Costs 

Many concerns, with a wild disregard 
for actualities, refer in a general manner 
to any type of variation in the estimate or 
cost of a product, even where fixed expense 
is totally disregarded (does not exist in the 
accounts), as differential costs. 

The same term is used to express varia- 
tions in cost due to changes in business or 
marketing policy, expense budget, produc- 
tive methods, or volume of output. 

Reiterating: they cannot be if they are 
part of production operating at normal 
capacity. These changes are either due to 
mismanagement or increased efficiency, but 
they are variance, and could be rightly 
termed variance costs—they are not differ- 
ential. 

There could be savings in budgeted ex- 
pense with capacity and output constant, 
due to better administrative control. Simi- 
larly, output can be increased due to tech- 
nical improvement, with increasing return 
so far as costs are concerned, but these 
costs are purely variance unless fixed ex- 
pense (residual or constant cost) has been 
disposed of (idle time eliminated). 

To speak of a differential rate is another 
matter. The term is applied to the dis- 
tinguishing or special rate by means of 
which any particular portion of burden 
not directly allocable to some machine 
class, unit, or centre is distributed to pro- 
duction. 


(B) Marginal Production 


(1) THe MarernaL Propucer.—R. J. 
Grimshaw, British shipbuilder and member 


of the Royal Corps of Naval Constructors, 
advocated (Sydney Daily Telegraph, 19 
August 1941) that ‘‘The costing expert be 
a combination of production engineer and 
cost accountant, his job being to pre-cost, 
in detail, every manufacturing operation 
by an intense investigation into all the fac- 
tors involved.’’ 

Unfortunately at the present time it is a 
direction in which industry is not very in- 
terested cost-plus covering practically 
every avenue of production—this due, un- 
doubtedly, to the fact that everything can 
be sold, regardless of cost. 

This position, however, can be regarded 
as one phase of a business cycle, for the 
condition still exists to which J. B. Clark 
refers, viz.: ‘‘The force of competition was 
continually driving prices toward the cost 
of production of the most efficient concern, 
at a speed governed by the rapidity with 
which its processes could be imitated or its 
own plant could expand.’’ In other words, 
toward the cost of production of the true 
marginal producer. 

Assume this as a golden rule of produc- 
tion and it becomes a measure of efficiency ; 
for there is (can be) no normal cost price 
for any universal line of production, cost 
per unit depending upon plant output and 
capacity. With additional output, costs 
will decrease up to a certain point, gov- 
erned by efficiency of operation. 

Assuming a normal cost price, this must 
be an average price for an average quan- 
tity of production, ascertained from statis- 
ties covering a representative percentage 
of successful manufacturing concerns. 
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Costs and Production Standards—continued 

For general referenceytherefore, normal 
cost can be defined as ‘‘bulk-line’’ cost, 
where that bulk-line has not been obtained 
from a cost-plus basis. Thus the true mar- 
ginal producer is the producer whose mar- 
ginal cost equals normal variable expense, 
and whose fixed expense is not excessive. 

(2) Proportion or Factors.—The mar- 
ginal producer is naturally subject to the 
law of ‘‘ proportion of factors.’’ There 
are considered to be two factors, one con- 
stant, one variable. Productive capacity 
“an be considered the constant, eosts the 
variable. 

Production passes through five (5) 
phases: As costs increase production in- 
ereases (1) faster than costs (increasing 
return), (2) at the same rate, (3) slower 


(diminishing return), (4) no _ inerease 


(zero), (5) production decreases. 

Maximum efficiency is reached at some 
stage within phase (3). 

A plant could, under abnormal cireum- 
stances, operate to and at zero. It might 
pay to produce and keep a staff nucleus 
just so long as fixed expense was covered 


by selling price. .Any gain beyond fixed 
expense is at least gain. 

Thus marginal production implies a close 
relationship between marginal costs and 
the ‘‘ proportion of factors,’’ the marginal 
product being any increase in product 
from point to point. Linked with these 
costs is the contribution margin, which is 
selling price less marginal cost (profit plus 
fixed expense). 

The marginal producer, therefore, is that 
efficient production machine which can rely 
on its contribution margin with relation to 
total production, and is not likely to vary 
greatly in product-mix. 

Even variations in product-mix can be 
present and budgeted for. The production 
engineer should know the likelihood and 
possibilities of any change in production 
ratio, and the costs consultant can make 
allowances for variations in expense so 
caused, constant costs not being affected. 
If the latter is totally disposed of, then the 
producer is within the range of differential 
costs. 

Unless major variations are anticipated, 
standard relationships between production 
and costs is impossible, and standard costs 
are rendered worthless. 
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(C) Marginal Not Differential 


Wide misunderstanding exists as regards 
the correct usage of the term ‘‘differen- 
tial’’ in reference to type of marginal 
costs. The distinction must be made that 
marginal, not differential, costs are what 
really matter—that differential are a 
means of raising additional profit, but are 
outside capacity. They are something that 
should be considered and understood, but 
they should be considered and understood 
only from the viewpoint of marginal costs, 
Know your marginal costs and the vari- 
ances between gross and net profit, and 
you know your costs, production, and de- 
gree of efficiency, for these costs exist both 
in differential and capacity production. 


The costs consultant can only be as effi- 
cient as the tools available for his service, 
can only fully examine and utilize the 
potentialities inherent to marginal costs, 
which include both administrative and sell- 
ing expenses, if standard costs include 
standards for those expenses. Present a 
clear picture of results emanating from 
treatment of marginal costs and the respect 
and attention of management is immedi- 
ately obtained, for that clear picture will 
be bound up with the simplification of 
statistical analysis, summarized per 
medium of a picture, graphical illustra- 
tion ; this summary implies not only analy- 
sis of costs, but of selling price and profit. 


This has been explained in the presenta- 
tion of the marginal cost curves on the 
capacity graph, for without any other sup- 
port either or both of those curves can 
guide management in the limitation of ad- 
ministrative and selling expenses, changing 
policy as outlined, possibly causing an 
earlier dispersal of fixed charges and the 
raising of differential production. 


The costs themselves may have the same 
root basis, variable expense, but they are 
two separate and distinct entities, the one 
possibly emanating from a knowledge of 
the other, but it is differential that will 
emanate from a knowledge of marginal, 
not otherwise. 


Differential figures must be raised, and 
ean be raised, and forecast from a detailed 
analysis of costs over desired periods, but 
they will be raised, in such a case, purely 
because the marginal curves prove that 
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Costs and Production Standards—continued 
there is no necessity for practical capacity 
in order to reach the profit target. Mar- 
ginal costs prove the probability and possi- 
bilities of differential production; they 
answer all problems, and a knowledge of 
them is the basic requirement of manage- 
ment; from them the whole production 
structure can be built up. 

Differential, unlike marginal costs, ecan- 
not exist outside a production sphere; they 
are limited by capacity and dispersal of 
fixed charges. The pity is that in so few 
instances are these charges segregated at 
all. When they are not, neither marginal 
nor differential costs can exist; when they 
are—for instance, certain government or 
semi-government bodies may have fixed 
charges separately treated in their ac- 
counts—then any variation between figures 
budgeted for and actual figures for period 
are marginal variances, nothing else, un- 
less some additional service is the reason, 
and additional time is used to undertake 
that service. If those bodies retain plant to 
produce goods for their own purpose, and 
cost at a certain capacity, they can produce 
differential output (provided they have ac- 
counted for all fixed expense) and at mar- 
ginal cost. 

It is also conceivable, in the ease of a 
publie utility organization—for instance 
water supply—where certain essential data 
is required for which overtime, not bud- 
geted for, has to be worked, that although 
fixed charges have never been separately 
treated. the additional expense accruing 
from that overtime could be treated as 
differential. But something has been pro- 
dueed—data for internal use, required 
essentially in connection with the main 
service—and all fixed costs must have been 
allocated correctly if not separately, only 
one type of production is being dealt with. 

Taking the case of a government depart- 
ment dealing solely with collection of 
revenue, they may segregate fixed charges, 
but there can be no differential costs treat- 
ment. Additional hours worked are purely 
for the purpose of collecting a certain 
amount of revenue and becomes part of the 
marginal cost of producing it; any differ- 
ence between fixed and total cost of run- 
ning the department is the marginal cost 
of control. and any difference between that 
figure and estimated cost is a marginal 
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variation—that is the figure which requires 
close and intelligent attention, and must 
be analysed for disclosure of cause and 
effect. 

The capacity graph exemplifies how mar- 
ginal costs can become of great service to 
management in disclosing the opportunities 
for differential costs. The position is un- 
doubtedly brought about in the first place 
by control not knowing at what stage to 
cease production, but such a condition is 
by no means impossible. 

Not only is average marginal cost re- 
quired, but average unit cost of marginal 
production, and figures for compilation of 
these graph curves have to be gathered. 
The data consists of actual production and 
marginal cost figures collected at the 
various cost periods for which averages are 
required, and both the weighted average 
and the average cost of increased produe- 
tion is deduced from them. 

From the average marginal cost the 
exact point at which average variable ex- 
pense increases to too great an extent can 
be located and the position examined as 
regards full disposal of fixed expense in 
that vicinity of capacity. The examination 
will be aided by marginal unit cost localis- 
ing expense which relates purely to in- 
ereased output. When those costs rise it 
is time to think, and that thinking can be 
either very serious as regards mismanage- 
ment somewhere, or of extra profits via 
differential treatment. 

Too much cannot be learned about them; 
every detail is important, and every varia- 
tion, be it factory, administrative, or sell- 
ing. They can be roughly calculated as re- 
gards volume, selling price and fixed ex- 
pense being known, but this is a method 
unworthy of consideration where full 
standardisation is possible. 

Thus the complete presentation of the 
graphical picture is obtained by budgeting 
operating costs (administrative, advertis- 
ing, selling, and distribution expense) in a 
manner similar to factory overhead; with 
main accounts, sub-accounts, and details 
as to allocation. There is no difficulty, the 
principal books keeping the main accounts 
in total and transferring them in total, the 
costs ledgers supplying the details as an 
integral part of the double-entry system. 

Statistics gathered could be set out some- 
what as follows :— 
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Costs and Production Standards—continued 


Variable Expense 
Date 
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(D) Marginal Cost 

Care should be taken in speaking gener- 
ally of differential costs when costs are 
really marginal. 

It would be incorrect to say that a firm 
might figure as close to their differential 
costs as possible to obtain a desired order 
from a large consumer; or that where a 
certain percentage of machinery is idle all 
the time business would be worth taking at 
anything above its differential cost, leaving 
residual costs in part undisturbed, for it is 
apparent that fixed expenses still exist. 

Speak of those costs as marginal, and 
there obtains an entirely different concep- 
tion. In the first instance the large pro- 
ducer could, to obtain a certain overall 
percentage of profit, sell at a lower rate 
where a particular order is sufficiently im- 
portant. In the second instance, if a firm 
is working at part capacity, residual costs 
should be disposed of at this capacity. 
Then, if an order sufficiently large to be 
worth taking is received, the idle plant can 
be brought into production; for un- 
doubtedly anything above differential cost 
is a gain. As idle machinery depreciates 
quicker, and labour is better when em- 
ployed than if idle, there would be an all- 
round economic gain if sold at differential 
cost. Someone would gain, and the firm 
does not lose—it retains a possible staff 
nucleus otherwise disbanded. 

(E) Approach to Differential Costs 

A firm’s first concern is to get all pos- 
sible profit within its power, and for this 
purpose there should be, primarily, a profit 
target to be based on standard productive 
hours and estimated production, including 
job orders, thus envisaging material and 
labour charges, with a standard profit on 
all such capacity. 

The reasoning of the true marginal pro- 
ducer would be :— 

(1) Not a particular profit, but the 
greatest possible profit above capacity esti- 
mate is desired. 


Selling 











(2) Profits are not going to be bolstered 
on to one line in order to balance profits 
out over capacity. 

(3) Administrative, selling, and distri- 
bution charges to be apportioned on some 
basis which will apply them, wherever pos- 
sible, to the product for which they are 
responsible. 

(4) The ratio of marginal to contribu- 
tion margin will not be constant, owing to 
marginal having no common relation to 
fixed charges, but the common ratio will 
be profit to marginal plus fixed cost. 

(5) Differential production to be manu- 
factured wherever possible. 

(6) Only lines meeting the above condi- 
tions will be produced. 

This is intelligent reasoning, as a firm 
is only in business to be economically suc- 
cessful, and it is the outline of budget re 
quirements. 

Whether joint or by-product, whatever 
the ratio of product-mix, fixed expense will 
be eliminated if the plant is efficient. Joint 
or by-product will not alter to any great 
extent unless for some type of calamity (a 
certain ratio of by-products to main out- 
put is assured so long as there are no 
changes in manufacturing operations) and 
a standard flexible budget can attend to 
anything else; improved process should be 
forecast. 

Practical, normal, or actual capacity to 
produce is about 85% of theoretical, as ex- 
plained under ‘‘ Standards and Capacity,” 
chapter 3, and this should, normally, be 
the basis of distribution for constant 
charges. 

A firm is in a very poor state if it can- 
not adhere to the above conditions, for if it 
relies, haphazardly, on the profit from one 
article offsetting possible loss from another, 
it is, on the whole, working under 4 
dangerous handicap, and cannot stick to 
standards of any description; the true 
marginal producer would not be, and the 
viewpoint of such a producer is the only 
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Costs and Production Standards—continued 
one worth consideration. Any uneconomi- 
eal production would be discarded, and 
plant set into operation to produce the best 
possible return on capital. 

It it were necessary, as could happen, 
that to sell one article another had to be 
produced for which little return could be 
expected, such a position can be antici- 
pated and become part of the budgeted 
plan; but when the breaking down of the 
profit margin becomes inevitable, then ap- 
parently comes the time when anything 
above marginal cost is a profit, even to loss 
of residual charges. Business competition 
or trade fluctuations have caused some- 
thing in the nature of a depression so far 
as that particular firm is concerned; a new 
policy, modernisation of plant, and cer- 
tainly drastic changes in the budget, be- 
come urgent. Changes are usually gradual, 
not sufficiently severe to affect standards 
to any great extent, and the successful pro- 
ducer would enter the differential output 
range by adhering to the principles that :— 

(1) Required profit is budgeted for at 
so many standard productive hours (cap- 
acity to make and sell). 

(2) Production stendardized and bud- 
geted at above capacity. 

(3) Profit to be a tixed percentage on 
marginal plus fixed cost. 

(4) Differential costs to be raised at 
every possible level of capacity. 

Owing to unpredictable circumstances, 
the profit target may not be reached al- 
thoug. standard productive hours and all 
fixed charges have been expended; this is 
the type of event which makes the raising 
of differential output so desirable. Let any 
part of production on which average profit 
cannot be maintained be manufactured 
under differential conditions, and extra 
revenue is available to offset such a possi- 
bility. 

Perhaps maintenance charges have to be 
inereased, even doubled, to keep the plant 
in perfect running order, extra advertising 
and selling expenses should be relatively 
light; those costs, along with necessary in- 
crease in labour charges, overtime, or in- 
centive rates, will be the only additional 
expense, and anything above them, above 
the marginal cost, is gain. 

The complete standardization seems to 
throw weight on the necessity for adminis- 
trative and selling standards; they have to 
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be standardized in order to derive full 
benefit and because of the importance of 
marginal costs. If the desired profit has 
not been achieved after expiration of cap- 
acity, owing to inefficiency or increased 
charges, some part of the loss is in these 
expenses and variances will expose them. 

If capacity to make and sell represents 
anything less than practical capacity 
(85%), the inference is idle machinery, 
and here differential costs can assimilate 
a new meaning, for the firm whose policy 
it is to liquidate fixed charges below nor- 
mal capacity is a lucky one. It makes in 
the vicinity of its profit target below peak 
capacity, and ean sell all other output at 
anything above cost. Maintenance charges 
affect idle machinery as well as active, and 
there will probably be little additional ex- 
pense that would not oceur with increased 
production. 


(F) Differential Costs 


Analysis of the problem of possible in- 
creased production and its relation to costs 
is one of the many means by which the 
costs consultant becomes indispensable to 
management, and it is a problem which 
differential costs can solve. 

Differential costs are not total costs less 
sum of residual costs; they are those costs 
incurred through added output, after ab- 
sorption of fixed costs at capacity. They 
must be capable of reference against excess 
of standard hours, the inference being that 
productive hours have been exceeded and 
idle time absorbed. 

As a firm makes its anticipated profit at 
standard productive hours it could, for 
business, marketing, or economic reasons, 
be good policy to sell such goods at cost, 
anything above being clear profit. Signifi- 
cance lies in the fact that any part of con- 
tribution margin is profit; so long as mar- 
ginal cost is less than selling price there is 
a gain. 

Reference to the capacity graph will 
show that additional profits are only pos- 
sible within certain narrowly-defined 
limits, increased profits only being possible 
in the event of some type of expansion. 
Fundamentally the reason is that the suc- 
cessful concern is always out to make addi- 
tional profit, and at capacity can be said 
to be already on the limit. Differential 
costs or expansion are the only means of 
increase. Expansion should mean a natural 
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Costs and Production Standards—continued 
percentage increase, possibly, because of 
centralisation, greater proportionate profit. 
The straight-line break-even chart reveals 
this fact. With costs and sales unvarying, 
it ean still be relied upon to give a reason- 
able idea of profit probabilities given in- 
creased capital. The capacity graph does 
much more: it discloses the possibilities of 
increasing production above capacity, and 
thus creating differential costs. 

The exploitation of the capacity of any 
productive factor encounters increased re- 
sistance until the differential cost of added 
output becomes greater than average cost. 
Costs gradually increase until differential 
exceeds marginal plus fixed costs. 

This is obvious, taking into consideration 
that capacity is the yard-stick for a certain 
quantity, and only a certain quantity, of 
output. Beyond that, unless additional 


machinery is installed, higher wage rates 
and higher maintenance charges, amongst 
other expenses, will need to be met; mach- 
inery will work longer hours, and depreci- 
ate more rapidly. When additional mach- 
inery is installed, the same type of obstacle 


is met. If the constant costs that will 
eventuate from extra plant installation are 
treated as direct expense for the period, 
the costs of production are differential in 
relation to original budgeted output. They 
are not if that budget has been revised to 
meet the change; a simple matter, since 
fixed expense can always be allocated to the 
centre responsible. As increased expense is 
met by increased capacity, the probability 
of idle time is still present. It is oniy when 
that additional capacity has been ex- 
hausted or idle time eliminated that differ- 
ential costs will appear. 

When additional machinery is installed 
during a productive period, there are other 
factors to consider. Depreciation, interest 
on capital, and extra constant costs are dif- 
ferential costs so far as the original bud- 
geted figures are concerned, but when a 
flexible budget has provided for an alter- 
nate scheme in the event of increased plant 
installation, these items are part of the con- 
stant cost and there are no differential 
costs—all costs have been allowed for in the 
budget. 

Thus it is necessary that there be a 
change in managerial policy within a par- 
ticular period, a change that will not affect 
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the distribution of fixed budgeted costs. 
For instance, a popular line may be pro- 
duced, and the executive find that it would 
be an economically sound proposition to 
produce and sell many more than at 
present is possible at capacity. There here 
arises the position where extra production 
may be purely differential, or differential 
in relation to budget. 

Where new plant increases production it 
immediately and automatically increases 
capacity. Provided budget has not been re- 
vised, all costs incurred may be termed 
differential; the next budget will estimate 
on additional capacity for distribution of 
all constant and additional variable ex- 
penses. 

During the period costs are being dealt 
with in this manner, depreciation and all 
direct expenses will be a charge against 
operation. All such costs are differential 
until budgeted for, but differential solely 
in relation to budgeted capacity. In the 
meantime they are expense incurred in ex- 
cess of standard machine or labour hours. 
Where production is controlled by stan- 
dard costs a state of procedure such as the 
above should not be countenanced—it is 
unnecessary, unbalanced, and gives no in- 
dieation of the true financial position. 

To be truly differential, all direct costs 
incidental to the new installation should 
disappear in production before expiration 
of the financial period concerned, which 
seems to be a remote probability. Contri- 
bution margin would probably disappear 
in costs, and it seems unlikely, for this 
reason, that plant expansion would ever be 
a reason for such costs: it would merely 
create further capacity to be budgeted for. 

Differences always have existed as to the 
method of treating interest on capital in- 
vestment, but, if interest on capital in- 
vested in plant for the purpose of increas- 
ing output in this manner should be in- 
eluded as part of the marginal cost, then 
so should interest on all capital be treated 
as constant productive cost. After all, the 
capital is earning interest in the fact that 
it is being utilized for production, the 
profit from which will return interest. 

With a costs system in operation consist- 
ing of standard costs and incentive, it 18 
possible to allocate fixed costs against the 
output to which it refers, at any point of 
capacity, while dealing with costs incurred 
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Costs and Production Standards—continued 
on special production as purely differen- 
tial. 

For instance : ‘‘If an order has been put 
into production at overtime rates, there 
would be an absurdity in allocation of ex- 
pense unless such an order was always pro- 
duced at these rates; otherwise the work 
responsible for overtime rates would be 
charged at ordinary rates and other work 
not actively responsible would be charged 
with all excess cost.’’ The above is a quota- 
tion and could be the case only where lack 
of production and costs efficiency existed ; 
otherwise budgetary control would allow 
for the correct allocation of overhead (with 
a machine or man-hour rate,there are no 
difficulties), due allowance would have 
been made for the overall profit, the only 
difference in cost being decrease in contri- 
bution margin due to overtime rates, and 
these conditions would only apply if that 
special work was part of capacity. 

Where it is a special job and has not 
been budgeted for, it is no part of cap- 
acity and cost price will be differential 
cost. The order will have been undertaken 
because anything above differential cost is 
a profit, and the bigger the order the 
greater the profit. 

A clear picture of these costs is always 
possible where the capacity graph is 
brought into service. The production 
schedule gives time and actual figures, the 
records show costs. This information can 
be transferred to the graph periodically 
and averaged from period to period as are 
the marginal costs, disclosing their worth 
and possibilities as profit factors at all 
stages of capacity or production. 

Due consideration must be given as to 
the method of distinguishing these costs 
when they arise. The production order 
will, in the first place, give the costs office 
the desired information, as the production 
engineer should know which is capacity 
and which differential production. In any 
case it would be almost certain the labour 
would be at overtime rates unless working 
at part capacity. If the latter, then all 
costs are differential after disposal of fixed 
expense. Overhead is naturally enough dis- 
tributed at budgeted rate, machine or man- 

our. 

Where there are fixed costs there can 
ilways be differential. It may be said that 
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if a machine shop is run by a business 
solely to make stock and parts for plant 
operating for the main purpose of the 
business, no part of such production can 
be differential, as it is all used for plant 
maintenance. That is beside the point. 
With fixed costs allocated to that shop it 
should be the intention of management to 
know what savings result from production 
instead of purchase, and what differential 
costs may eventuate. As regards the main- 
tenance point of view, all costs are allo- 
cated to plant in the costs incidental to the 
manufactured stock. 


(G) Statistics and the Graph 


The final report of the cost accountant 
may consist of a simple summary of vari- 
ances with such suggestions and improve- 
ments as are, in his opinion, advisable ; but 
his real duty should be statistical analysis 
of material gathered from the production 
engineer and the cost accounts, streng- 
thened by personal observation and co- 
ordinated in such a form as to make their 
meaning easily discernible to management. 

His problem is to gather details of pro- 
duction and costs from period to period, 
co-relate them, together with their vari- 
ances, and set out the resultant facts 
simply and clearly. Statistical method 
should be his objective and inspiration, a 
knowledge of graphical design the means 
toward that end, the graph playing an in- 
tegral part, individual and complete. 

Statistical analysis, graphically _ illus- 
trated, should be a fundamental principle 
of all output dissection, the capacity graph 
ideal for fulfilling all essential require- 
ments. 

The marginal costs of marginal produe- 
tion are, like differential costs, important 
things to know about, as they show pos- 
sible increase in variable expense from 
period to period. When related to average 
cost they ean locate degree of efficiency 
possible under various sets of conditions, 
unaided they can show danger-point of in- 
creasing expense. It is simpler and more 
direct to transfer such information to a 
graph from which, at a glance, productive 
efficiency can be ascertained, and which, in 
the end, will become, being self-explana- 
tory and easily read, the most satisfactory 
medium for submission to management, 
than to keep a mass of intricate detail on 
numerous report forms. 
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COMMONWEALTH INSTITUTE 
OF ACCOUNTANTS 


Response by the President, Mr. N. 8. Young, to the toast of “The Commonwealth 
meeting held in Adelaide, 17 April 1951 


Institute of Accountants” at the annual 


On behalf of the members of the Com- 
monwealth Institute of Accountants who 
are present in this audience, it is my 
pleasure to respond to the toast to the In- 
stitute which has been presented to you so 
capably by Mr. Ernest Phillips, K.C. In 
doing so, I embrace this early opportunity 
to acknowledge the privilege which I have 
enjoyed during the past year as President 
of your Institute. I have conceived this 
privilege as an opportunity to serve the in- 
terests of the Institute and in some small 
measure to repay the benefits which I 
have enjoyed for many years as a result of 
my membership of the Institute. I ack- 
nowledge, unfortunately, that I have not 
been able to do as much for the Institute 
as I would have wished. 


The Commonwealth Institute of Accoun- 
tants is the oldest institute of accountants 
in Australia. But it is essentially a young 
man’s institute, progressive in outlook and 
vigorous in developing its policies. If I can 
summarise the main policy of the Insti- 
tute, it would be that it is devoting all its 
efforts and resources towards the develop- 
ment of a full professional status for the 
accountancy profession in Australia. Inci- 
dental to this objective, it has extended its 
co-operation to other accountancy bodies, 
and it has sought and has received the 
assistance of leading educational authori- 
ties throughout Australia. The Institute 
recognises that the profession of accoun- 
tancy must rest on well-established discip- 
lines. Its members must subscribe to a 
strict code of ethical behaviour; they must 
progressively increase their technical skill ; 
they must seek to enlarge their general 
knowledge, and in particular become aware 
of the work which is being carried out in 
the related spheres of law and economics ; 
they must go further—they must develop 
a real sense of social responsibility. 

In seeking to enlarge the sphere and in- 
fluence of the accountancy profession and 
to obtain for its members the opportunity 


to participate more fully in community 
life, accountants must be prepared to ae- 
cept some measure of control, in the public 
interest. This Institute considers that the 
registration of accountants throughout 
Australia is both necessary and desirable. 
Registration is sought, however, on a basis 
which will permit the profession to control 
its own destiny and to manage its own 
affairs. Registration is required primarily 
to ensure that there will be means whereby 
the public will be able to distinguish the 
competent from the incompetent accoun- 
tant. The personality of individual insti- 
tutes of accountants would be preserved, 
although this Institute believes that the 
time has arrived when the major institutes 
should aim to consolidate, or at least co- 
ordinate, their activities. There is a great 
need today for a ‘‘central voice’’ which can 
speak with authority in Australia on mat- 
ters affecting accountants and accountancy. 

If I may now speak more in a personal 
strain, I would say that the greatest need 
amongst accountants today is to develop a 
social conscience. In my view it is not suff- 
cient that we should exert our skill and 
energy in the limited field of service to our 
clients. This we must do, and we must do 
with increasing efficiency, if we are to sur- 
vive. But throughout Australia there are 
some thousands of accountants who collec- 
tively are brought very closely in touch 
with a wide range of social activity. In my 
view we have never attempted to use the 
unique position which we occupy, and the 
unequalled opportunity which we possess, 
to serve the community interest. Today, 
we are living in a period of great changes, 
of social unrest; in an age of tremendous 
experiments—-in fact in times when our 
democratic way of life is being subjected 
to the severest test to which it has ever had 
to submit. This Institute is essentially non- 
party political. But that does not meat 
that we should neglect our social obliga 
tions. For example, in the field of income 
tax we have seen the development of an 





th 
51 


nity 
ac- 
blic 
the 
10ut 
ible. 
asis 
trol 
own 
rily 
reby 
the 
oun- 
asti- 
‘ved, 
the 
utes 
; €0- 
reat 
| ca 
mat- 
ncy. 
sonal 
need 
lop a 
suffi- 
and 
) our 
st do 
) Sur- 
p are 
ollee- 
rouch 
n my 
e the 
d the 
SSess, 
oday, 
nges, 
ndous 
1 our 
jected 
r had 
y non- 
meal 
bliga- 
ncome 
of an 


September, 1951 


Commonwealth Institute of Accountants—contd. 
intricate system by which successive gov- 
ernments have imposed an increasing 
fnancial burden on the community in 
order to carry out government policy. 


We are entitled—in fact I suggest that 
we are obligated—as a profession, to make 
the most effective contribution we can to- 
wards simplifying the technique of tax col- 
lection. The views of this Institute on this 
question have been submitted in an official 
memorandum to the Commonwealth Com- 
mittee on Taxation. But I believe that the 
accountaney profession must go further 
than concern itself merely with the tech- 
nical aspect of this problem. The existing 
system of financing expanding government 
activities by means of heavy income tax 
charges on commerce and industry must 
in the long run have a very serious effect 
on the future ‘‘taxable field’’ of this coun- 
try. The development of private enterprise 
is dependent upon the maintenance of a 
constant flow of capital in order to finance 
expansion. The traditional method which 
has been so successful in the English- 
speaking communities has been a ‘‘ plough- 
ing back of profits’’—the use by propriet- 
ors and companies of a major part of their 
trading profits as a means of supplement- 
ing capital requirements. It is seriously 
open to doubt whether commerce and in- 
dustry today is maintaining, quite apart 
from adding to, its real capital. Account- 
ing techniques in many vital respects are 
now inadequate for some purposes, and 
“book profits’? which are being subjected 
to tax, to a very considerable extent, are 
illusory. 


As a body of accountants, in my view, 
we should be very much concerned with the 
increasing cost of government. Can this 
community afford the luxury of the con- 
tinually-expanding civil service? The gov- 
ernments of the day may no doubt be able 
to justify the setting up of new depart- 
ments and the enlargement of old ones. 
But = justification rests in the main, | 
submit, on idealistic or theoretical con- 
siderations. Australia is a young country. 
In the last few months the Commonwealth 
Government has published a most excellent 
book as part of its Jubilee celebrations. 
This book records in pictorial and narra- 
tive form the history of the development 
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of Australia. It contains evidence of what 
our forebears have accomplished. It is a 
reminder of what we have inherited. 


Our inheritance on the material side is 
to be seen in the development of vast areas 
of agricultural and pastoral lands; in our 
wharves; our railways; our tramway 
undertakings; our reservoirs; our publie 
utilities such as gas, electricity, and water; 
our roadways and bridges; and the hun- 
dreds of thousands of public- and pri- 
vately-owned buildings throughout the 
length of this country. Today, if we reflect 
on what we have added to this material in- 
heritance in the last few years we must 
feel ashamed of our effort. And yet the 
development of Australia was accom- 
plished when the cost of government was 
negligible, when private enterprise was 
permitted to utilise the inherent skill, initi- 
ative, and resource of the average Aus- 
tralian citizen; when it was recognised that 
it was an inescapable part of human be- 
haviour to make mistakes, but that without 
mistakes progress was at a standstill. This 
was before we adopted or were confronted 
with this new philosophy that it is in the 
public interest that our every-day lives 
should be controlled and directed by civil 
servants. 


On the personal side we inherited a 
belief that individual freedom was the 
characteristic which had _ contributed 
mainly to the growth of the democratic 
way of life. We are now groping. On 
every side there is evidence of uncertainty 
as to the future. The very roots of our 
social system are being destroyed. Home 
life, the very foundation of our society, is 
becoming an impossibility. The young man 
and woman today faced with the prospect 
of marriage are faced also with the know- 
ledge that to purchase a home and to fur- 
nish it is financially beyond them. It is 
true, of course, that the inflationary forces 
which are at work are not restricted to this 
country. But it is equally true that no-one 
will help us except ourselves. Today, as 
never before, the community at large must 
be prepared to devote far more time to 
thinking and taking part in our political 
life. Our politicians and our leaders in 
politics are the men we elect. We must not 
blame them with our dissatisfaction; we 
must blame ourselves. That is democracy. 
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Commonwealth Institute of Accountants—contd. 

In the social sense, we, as a body of ac- 
ecountants, in my view, must use all our 
influence to persuade governments, both 
Commonwealth and State, to set an ex- 
ample to the community by eliminating 
wasteful and unnecessary expenditure. It 
is not so much the expenditure of money, 
but it is the expenditure of man-hours 
which could so much better be employed in 
productive enterprises. As a community 
we just cannot afford to divert the labour 
force which we have diverted into non- 
productive activity in the services of the 
governments. Amongst our clients we must 
keep alive the spirit of progress in the 
belief that finally commonsense must pre- 
vail. Controls will not increase production 
or result in better relations between em- 
ployer and employee. These we must en- 
courage wherever we can. 

On the technical side we must also be 
eareful that our financial statements are 
not misleading. And they can be mislead- 
ing because our art is conventional in 
character; and, to a very large extent, be- 
cause of our inability to reproduce in 
financial terms the effect and significance 
of the inflationary factor in our profit and 
loss statements and balance sheets, we may 
unconsciously be disclosing or reporting an 
artificial appearance of prosperity which 
is far from reality. 
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It is probably true to say that, if our 
major commercial and industrial organisa- 
tions were required to purchase their 
buildings and plant and machinery on to- 
day’s level of prices, the capital required 
would be so great that a vast majority of 
such enterprises could not earn an 
economic return on this capital. There is 
a responsibility resting on accountants to 
tackle the problem, possibly with the assis- 
tance of the economist, of how most effee- 
tively to bring our financial reports into 
line with present-day conditions. Obvious- 
ly there is no easy solution or it would have 
been used, but a solution, even if it be an 
arbitrary or a compromise one, will have to 
be found if our conventional money unit 
continues to lose its value. 

I conclude with the suggestion that ae- 
ecountants must lift their eyes from their 
books of account on which they work in 
their daily occupations and, in doing s0, 
envisage a very much larger horizon for 
the accountancy profession. Accountants, 
in the words of Professor Murdoch, are in 
the fortunate position of knowing some- 
thing about many things. They should not 
only aim to be specialists and highly quali- 
fied technicians, but they should aim to use 
their knowledge, experience, and skill in 
contributing to the solution of the com- 
munity problems which are pressing s0 
heavily on us today. 





THE SHAPE OF THINGS TO COME 


There will be a constant effort toward the further development of accounting 
principles, more definitive, more serviceable, more generally acceptable. There will 
be an effort toward bringing the controversial and optional areas under orderly 
treatment, while at the same time the rules will be kept flexible for the growth and 
change of business. 

There will be a continuing effort to make the nature of accounting itself more 
clearly and more generally understood. This will be especially true in regard to 
definite and factual findings on the one hand, and estimated findings, based on 
optional assumptions or allocations, on the other. Any future extension of this area 
of estimate and allocation by any great degree will tend to make accounting inter- 
pretation by that much the more difficult. 

Finally, it will be desirable that the public receive its education about account- 
ing and its understanding of financial statements from accountants themselves. It 
must become part of the accountant’s duty to furnish this inculeation, and to guide it 
into confidence. 


—T. H. Sanders, ‘‘An Analysis of the Forces which are Shaping the 
Future of Accountancy,’’ in the Journal of Accountancy, October, 1950. 
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OF COST ACCOUNTANTS 


REPORT OF GENERAL 


The General Council of the Australasian 
Institute of Cost Accountants met in Mel- 
bourne on 28 and 29 May, and a successful 
meeting resulted. The meeting was at- 
tended by delegates from all States, and 
the opportunity was taken by the Vic- 
torian Division suitably to entertain the 
visitors between sessions of official business. 
Office Bearers 

The following office bearers were elected 
for 1951-2 :— 

President : 
Aust.) 

Vice-President : 
(Queensland ) 

Hon. Treasurer: Mr. C. B. Villiers 
(Victoria) 

The meeting placed on record the excel- 
lent period of service rendered to the Insti- 
tute by the retiring President, Mr. A. O. 
Sorenson, of Victoria, who had held the 
offices of Vice-President and Treasurer 
and had been a General Councillor for 
Victoria for a very long period. His period 
of office as President has been marked by a 
record increase in membership and other 
features indicative of progress. 

Mr. Duirs is also President of the 
Western Australian Division. Congratula- 
tions were extended to him on his eleva- 
tion to President. It is certain that his 
year of office will be marked by further 
progress and advancement in the Insti- 
tute. 


Membership 

The membership of the Institute in- 
creased during the year from 1304 to 1465, 
a rise of 161 or 12.3 per cent. This is an 
improvement of 14 members compared 
with last year’s increase, and altogether 
represents the highest annual increase in 
the Institute’s history. 

The net increase for the year is made up 
of 172-new admissions, less deletions from 
the register of 11 members, making a net 
increase of 161. This is an all-time high, 
illustrating the increasing status of the In- 
stitute’s degree as well as the desire of 
more young men to serve in industry in 
the important sphere of cost accounting. 


Mr. W. H. Duirs (W. 


Mr. C.  Viertel 


COUNCIL MEETING 1951 


Membership totals for the last five years 
ended 31 December are summarized as 
under :— 


1949 
1,304 


1950 
1,465 


1947 
1,066 


1948 
1,157 


1946 

Australian total 988 
Increase from 

prior year .. 50 78 91 147 161 


Three Associate Members applied for 
and were advanced to the status of Fellow. 


Examinations 

Entries for the Institute’s examinations 
continue to be satisfactory, and a high 
standard of examining is maintained. 

The results obtained by candidates for 
examination in Final Cost Accounting are 
summarized below :— 


Sat Passed Failed 
Australia— 
Queensland . ad 
New South Wales 
Victoria sae 
South Australia 
Western Australia . 
Tasmania 


89 


The prizes awarded for the first place in 
Australasia in 1950 were as follows :— 
March 1950: Mr. W. Tauss 
September 1950: Mr. W. G. Leslie 
The examination syllabus will be broad- 
ened, as from March 1952, by the inclu- 
sion of a new subject, ‘‘ Organisation,’’ as 
an additional paper to the three papers on 
** Cost Accounting.’’ Details of the sub- 
ject are set out clearly in the handbook 
and syllabus, copies of which are available 
to students, coaches, and members. 
General Council decided a number of 
important points concerning the introduc- 
tion of the new subject, which is fully 
described as: 
teneral Principles of Industrial 
and Commercial Organisation 
and Management (Subject 
“a t, 


B 





342 


Australasian Cost Institute—continued 

The syllabus coverage has been decided 
as follows :— 

ONE Paper oF THREE Hours 
Factory sites, types of buildings, plant 
and stores layouts. 

Organization and administration gen- 

erally ; organization charts; duties and 

responsibilties of factory management 
personnel; division into cost centres. 
Principles of personnel management 
and welfare. 

Production planning—analysis of pro- 
duct, sequence of operations, plant cap- 
acity. 

Production control — scheduling and 
initiating production, routing of orders 
and instructions, measurement of per- 
formance, quality control. 

Handling of material. 

Fundamental principles of motion and 
time study. 

Statistical method in relation to cost 
and production control. 

Mechanical aids to cost accounting, in- 

cluding slide rule. 

The additional paper, when introduced 
in. March 1952, will be distinct from the 
three papers on cost accounting. The 
recommended text books on this new sub- 
ject were decided upon as :— 

Engineering Economics, 

Burnham & Hoskins 

Engineering Economics, 

Burnham 

The Council decided that all schools and 
coaching institutions be circularised with a 
final announcement that the new subject 
for examination will commence on the date 
stated, particularly drawing attention to 
the requirements of the subject as set out 
in the handbook and syllabus, and advising 
that the Institute would prepare a number 
of sample questions, together with model 
answers, in October 1951, for the purpose 
of guiding students and coaches. 

All technical colleges and universities 
are to be recommended to examine the new 
subject in a separate paper so as to con- 
tinue to enjoy the full exemption from this 
Institute’s examinations. 

Candidates who fail in the September 
1951 examinations in cost accounting will 
be required to take the new subject when 
resubmitting themselves for the March 


Part I, 


Part II, 
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1952 and subsequent examinations. The 
Council re-affirmed the policy that no 
candidate be allowed to use the slide rule 
in the examination room. 


Educational Qualifications 

The General Council considered the ad- 
visability of implementing the condition 
embodied in the handbook and syllabus of 
examination for a general educational re- 
quirement of the Leaving Certificate stan- 
dard of education, or its equivalent in any 
State in Australia, as from 1 March 1952. 
All Divisions of the Institute recognized 
the desirability of increasing the educa- 
tional qualifications of prospective candi- 
dates for examinations, but expressed the 
opinion that the proposal should be de- 
ferred, in view of the possibility of inflict- 
ing hardship, at this stage, upon applicants 
from other institutes who desire to take our 
examination but who do not possess the 
Leaving Certificate or its equivalent. 

After discussion, the Council decided to 
defer this requirement uwatil further 
notice: and in the meantime, efforts will 
be made to secure a common policy on this 
matter with the other institutes of accoun- 
tants. 


“Cost Bulletins” 

Six issues (numbers 31-6) were pub- 
lished during the year, and a high quality 
of contribution was evident in all Bulletins 
issued. 1950 was notable for the introduc- 
tion of a special prize of £25 awarded by 
General Council for the contribution 
deemed to be the best received during the 
period 1 July 1950 to 30 June 1951. 
Eleven entries have been received. This is 
considered a_ satisfactory response, 
although the Council considers that many 
other members could have entered the com- 
petition. Rising publishing costs make it 
increasingly difficult to improve this excel- 
lent service to members. However, if prac- 
ticable, the Council will endeavour to pub- 
lish the additional lectures and contribu- 
tions now coming forward from Divisions, 
as well as the best competition entries. 
Members are urged to forward contribu- 
tions in order to provide as wide a cover 
as possible to cost accounting developments 
in Australia and New Zealand. Eight 
issues will be published in 1951. The Coun- 
cil decided to repeat the Bulletin competi- 
tion for 1951-2. 





September, 1951 


Australasian Cost Institute—continued 


“The Australian Accountant” 

The Australian Accountant is still re- 
ceived by members as the official organ of 
the Institute, and provides a comprehen- 
sive service on matters of cost and general 
accountancy, taxation, law, and general 
reading of interest to our members. 

Publicity is given to activities and news 
of the Institute in the relative section of 
the supplement. Members will note with 
satisfaction the official appointment of Mr. 
A. H. Blamey to the Editorial Board as 
Editor of Cost Accountancy. Contribu- 
tions are invited by the Editor on costing 
subjects, and will be paid for upon publi- 
cation. 


Terminology 

The Institute has made a combined 
effort, through all Divisions, to formulate 
a code of cost accounting terminology. In 
view of its excellent initial contribution, 
the South Australian Division was ap- 
pointed by General Council as the co- 
ordinating State, to receive and collate the 
ideas and suggestions of all Divisions into 
a report suitable for consideration by the 
Council. 

This task has been by no means easy, but 
gradually ideas have been brought into 
uniformity, and publication of a code by 
the Institute should follow this year. This 
must be regarded only as an initial finding 
by the Institute, and will be added to from 
time to time as warranted. Only terms of 
interest or relation to cost accounting 
practice have been included, and only those 
in general use defined. 

Libraries 

Every effort has been made to maintain 
and build up the libraries in Divisions. 
Copies of the books recommended for study 
are always available. The larger Divisions 
have copies available of periodicals sub- 
scribed to by the Institute, including the 
well-known N.A.C.A. series. The Victorian 
Division announces a re-organisation of 
the library and preparation of a list of 
““subject’’ headings for the convenience of 
members. 

Registered Students 

The Council has now officially com- 
menced its registered student project. For 
& payment of 12/6 per annum, as well as 
the usual entrance fee, students can re- 
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ceive definite services and benefits, such as 
issues of the Cost Bulletin, use of the 
library, and participation in certain Divis- 
ional activities. It is believed that this pro- 
vision for students will develop and thus 
form a nucleus of prospective membership, 
as well as provide added facilities for early 
and basic training of students in their 
chosen profession. Thirty-four registered 
students have been recorded to date. 

A registered students’ prize for the 
student obtaining highest marks in Aus- 
tralia in our own examinations will be 
awarded as from September 1951. 

Excess issues of the Cost Bulletin are to 
be made available free of charge, through 
Divisional Registrars, to registered 
students who desire copies. 

Membership Qualifications 

Divisional Councils are now handling 
the admission of members on the basis of 
practical experience qualifications with 
confidence, and the introduction of the 
Provisional Associate grade, with use of 
the letters A.C.A.A. (Prov.), has found 
favour with those not capable of qualify- 
ing for full associate membership, as may 
be judged from the large increase (nearly 
double) in the number of provisional asso- 
ciates who are now members. 

Undoubtedly, the Associate who is now 
required to justify two years’ practical ex- 
perience in cost accounting can be certain 
of a growing recognition of his degree and 
status. Provisional Associates can apply 
for advancement to the full degree upon 
attainment of the necessary period and 
quality of practical experience. 

The Institute is seeking now to secure 
greater recognition of its degrees by the 
Public Service Commissioners throughout 
Australia from the viewpoint of ensuring 
adequate advancement to holders of the 
degrees of Associate and Fellow who are 
employed in the Public Service or who 
may be applying for advertised positions. 
Finance 

The statement of income and expendi- 
ture for the twelve months to 31 December 
1950 reveals a surplus of £70 for the year 
after charging Divisions with administra- 
tive, publication, and examination expenses 
for the year. The levy on Divisions of 
£1/9/4 per member was an increase upon 
the 1949 levy of £1/2/9 due to the addi- 
tional cost of the General Council meeting 
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Australasian Cost Institute—continued 

in Perth and the result of an amended 
financial arrangement with the New Zea- 
land Institute following representations 
from that body. 

Activities and Research 

The Council received reports from all 
Divisions on activities of various kinds 
organized for members. These take the 
form of lectures, factory visits, film nights, 
and discussions. In Victoria, it was noted 
that visits to selected factories were being 
followed by discussion nights. These were 
attended by executives of the firms con- 
cerned, who were prepared to describe 
methods of costing and enter into a dis- 
cussion on the difficulties encountered and 
their experience in the working of their 
systems. This procedure was heartily en- 
dorsed as being of the highest value to 
those who participated. 

Lectures had been of a very high stan- 
dard, the emphasis being on the practical 
application of cost theory to the needs of 
management. 

Relations with other Institutes 

Very good relations continue with the 
other institutes of accountants. The Vic- 
torian Division joined with the Federal 
Institute and the Association of Accoun- 
tants in an annual golf day in 1950, and 
this will be repeated in 1951. 

Considerable satisfaction was expressed 
at the advice received from the Common- 
wealth Institute of Accountants to the 
effect that the Council of that institute 
had decided as a policy to reeommend the 
examinations of our Institute as a post- 
graduate study to members of their insti- 
tute. The Council expressed its apprecia- 
tion of this action and thanked the Com- 
monwealth Institute for its decision. This 
Institute also enjoys the closest possible 
liaison with the Institute of Cost and 
Works Accountants (England) and the 
Institute in Australia admits to member- 
ship, to an equivalent grade, members of 
the English body. 

Relations with the technical colleges and 
universities are most cordial, and the In- 
stitute is represented on the joint boards of 
examiners of the technical colleges in the 
capital cities. The examinations of these 
bodies continue to grant exemption from 
the subject of Final Costing by arrange- 
ment with such bodies. 
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The Institute is affiliated with the New 
Zealand Institute of Cost Accountants, 
and co-ordinated arrangements continue 
with regard to examinations, the Cost 
Bulletin, and The Australian Accoun- 
tant. The Institute continues its member- 
ship, with the other bodies, on the Joint 
Committee of Accountancy Bodies. 


Honorary Membership 

General Council unanimously resolved to 
confer the degree of Fellow and honorary 
membership on Mr. L. N. Rignold, who 
served for over 20 years as Registrar of 
the New South Wales Division. Appreci- 
ative comments were made on Mr. Rig- 
nold’s long service in this capacity and his 
marked contribution to the profession. 
Recognition by the Public Service 

The Institute has made representations 
to the Public Service Commissioner, Can- 
berra, and to the State commissioners for 
recognition of the Institute’s degree in 
connection with advertised appointments 
in the Public Service. It was noted that 
some recognition was already granted in 
Victoria, where advice from the Public 
Service Commissioner indicated that the 
Victorian Public Service Board was pre- 
pared, in individual cases, to consider 
possible accelerated advancement to junior 
officers in the administrative divisions 
who are holders of the degree of Asso- 
ciate of this Institute and are engaged 
in duties substantially associated with cost 
accounting. Efforts will be directed to 
secure uniform recognition along similar 
lines in the Commonwealth and other State 
Public Services. 

Appreciations 

Other important matters considered by 
the Council were :— 

Proposal for amended Divisional 
representation on General Coun- 
eil. 

Seale of fees chargeable by practis- 
ing cost accountants. 

Code of ethics. 

Budgetary position due to heavily 
increased costs of administra- 
tion and publications. 

At the conclusion of the conference, ap- 
preciation was expressed to the Board of 
Examiners, Executive Committee, the 
Registrar, and Past Presidents for work 
carried out during the year. 





September, 1951 


The Australian Accountant 


BOOK REVIEWS 


Introduction to English Law: Pumir S. James, m.A.; Butterworth & Co. (Pub- 
lishers) Ltd., 1950. Pp. xvi + 431, including Index. 


The intention of this book is stated in the 
preface to be ‘‘to give first year students a 
general view of the law’’; because of this 
it cannot be expected that there will be any 
wealth of detailed information on any par- 
ticular topic. This, however, should be re- 
garded as an advantage to those about to 
commence serious studies, as a prior know- 
ledge of the general framework of our 
legal system makes it comparatively easy, 
as one’s studies progress, to fit the details 
into their appropriate place in the struc- 
ture, and to view the ultimate result as a 
logically integrated whole. 


The book is divided into three parts, 
ealled respectively ‘‘Introductory,’’ ‘‘ Pub- 
lic Law,’’ and ‘‘ Private Law. The intro- 
ductory part deals with such matters as 
the nature, classification, and sources of 
law, the administration of the law, person- 
ality, status, and capacity; Part II with 
the law of the Constitution, criminal law, 
and the law of State responsibility; and 
Part III with the law of contracts, the 
law of tort, the law of property, trusts, 
and the law of succession ; and while in no 
instance is any attempt made to cover the 
whole field, the salient features are set out 
in a concise and easily understood way. 
And one very pleasing feature is the ex- 
tent to which the author outlines the his- 
tory of various matters, because, as he 
points out (p. 4), ‘‘a knowledge of legal 
history, and of English history as a whole, 
is... often essential for an understanding 
of modern legal rules.’’ 


One disadvantage, perhaps, is that the 
book is an introduction to English law, and 
it may therefore be said that portion at 
least of the subject-matter is inapplicable 
to a study of, e.g., Australian or Victorian 
law. Thus in Part II we find some space 
devoted in general to ‘‘The Modern Wel- 
fare State,’’ and in particular to some of 
the various nationalisation Acts recently 
passed in England, and such statutes as the 


Acts and National 
Health Service Acts. And there are a few 
other sections of the book at which the 
same criticism may be levelled. But, sub- 
ject to this, and bearing in mind that so 
much of our law is derived directly from 
the law of England, there is no doubt but 
that this book has very considerable merits, 
and that it could advantageously be 
studied by anyone who is anxious to gain 
a general view of the law. 


National Insurance 


Mr. James puts it very well in his 
preface when he writes: ‘‘This book, in its 
present form, is intended primarily for the 
serious student of the law in the early 
stages of his study, whether he be a uni- 
versity student or a candidate for a legal 
or other professional examination, but I 
also hope that it will prove digestible to 
the ‘man in the street’. The student 
should appreciate that what he will find 
here is no more than a general conspectus. 
A book of this sort is like a map; it sets 
out only the main features of the country 
to be explored; it is intended to give an 
idea of the general lie of the land, so that 
when the ‘explorer’ later finds himself im- 
mersed in the detail of the ‘valleys’, he 
will retain in his mind a picture of his 
general whereabouts.’’ 


To take this analogy a little further, 
this could perhaps be added: ‘‘The ‘map’, 
on the face of it, is a map of England, 
but the ‘legal maps’ of Australia and its 
various States are in many ways so sub- 
stantially similar that the Australian ‘ex- 
plorer’ (or even ‘hiker’) should find it of 
just as much assistance as his English 
counterpart, without the aid of a 


» 39 


‘pilot’. 


even 


L. C. VoumMArb. 
School of Accountancy, 


Melbourne Technical College. 
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The Principles and Practice of Auditing (Australian and New Zealand Edition), 
Eighth Edition: J. R. Barser, Editor; Sir Isaac Pitman & Sons Ltd., Melbourne, 


1951. Pp. xvi + 529, price 32/6. 


Time marches on. It came as a shock to 
the receiver to be reminded by the pub- 
lishers’ note to this edition that De Paula’s 
Principles (on which the book is based) 
was first published 37 years ago, and that 
it is more than a quarter of a century since 
the first Australian and New Zealand edi- 
tion appeared. In that time it has gone 
through seven editions and has been re- 
printed many times—convincing evidence 
that it has been found useful by a genera- 
tion of students, teachers, and practi- 
tioners. 

Throughout that period there has natur- 
ally been much ehange in the outlook of 
auditors, in the nature of the records upon 
which much of their work is done, and in 
the devices which they use. That a stan- 
dard text should have survived so long is 
a remarkable tribute not only to the sound- 
ness of the original structure, but also to 
the skill with which editors have brought 
succeeding editions into line with develop- 
ing theory and practice. The changes made 
in the text since the Seventh Edition are 
many and significant. Chapters on analy- 
sis and interpretation of accounts and on 
the audit of mechanized accounts have 
been revised, re-arranged, and expanded; 
a new chapter on report writing has been 
added; many new legal decisions bearing 
particularly on auditors’ responsibilities 
and liabilities have been examined; and 
several excellent examples of modern forms 
of presentation of annual accounts of com- 
panies have been included. 

The book is, of course, primarily in- 
tended for use by students; in some in- 
stances, notably in the chapter on valua- 
tion and verification of stock-in-trade, it is 
expressly confined to the fundamental as- 
pects which the student requires to know, 
and avoids dogmatism on controversial 
points. That is not to say that it is un- 


wisely abbreviated, nor that it withholds 
from students information, or means of 
obtaining information, on finer points. On 
the contrary, the indications which it gives 
of the nature of controversial issues, and 
its encouragement to students to follow-up 
their readings by reference to other works 
which are cited, are a refreshing change 
from the once-common tendency of text- 
book writers to pronounce the final word 
on every aspect of an immense subject. 

Nor is it to say that the book will be 
useful only to students. Many practitioners 
who, in the stress of an exacting occupa- 
tion, have been unable to keep abreast of 
recent legal and other discussions of audit- 
ing responsibilities will find throughout 
the work a valuable store of information 
regarding auditing standards and prospec- 
tive or possible changes in stendards. 


The work is not, nor is it intended to be, 
a handbook or an omnibus ‘‘enquire within 
upon everything’’ connected with auditing. 
In the reviewer’s humble opinion, it is all 
the better for that, for there is great 
danger to the student’s attitude of mind 
in the kind of text which is supposed to 
make all other reading unnecessary. It is 
a good, a very good, general survey of the 
subject, which points the way along which 
the wise student will travel. For that, we 
should all be grateful to the author, the 
editor, and the publishers. 


It cannot be long before a Ninth Edition 
is needed. When it is, one may hope that 
it will include, at various points, links be- 
tween the text and the recommendations of 
authoritative accountancy bodies. Not that 
much reconciliation between the two is 
necessary, but because students should be 
encouraged and helped to study such indi- 
eators of accepted standards. 

AAP. 
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EDUCATIONAL STANDARDS 
FOR ACCOUNTANCY STUDENTS 


by 


A. A. FITZGERALD 


It has been officially announced that the 
standard of general education required 
from candidates for admission to the 
examination of the Commonwealth Insti- 
tute of Accountants is to be raised. This 
announcement has excited some criticism, 
which is apparently founded on two be- 
liefs: that the Institute intends to set an 
educational standard so high that excep- 
tionally well-educated students only will 
be admitted, and that the existing standard 
is already high enough for entrance to ac- 
countancy examinations. 

Neither of these beliefs is justified by the 
facts. The proposal is to raise the entrance 
educational qualification one stage above 
the present standard, which, though 
nominally the same as it was many years 
ago, is in fact lower than it formerly was, 
because the standard of the school inter- 
mediate examination has_ itself been 
lowered in recent years. 

The Board of Examiners of the Insti- 
tute, who are in the best position to judge, 
have no doubt that the existing standard is 
not high enough to exclude candidates who 
have not sufficient preliminary education 
to enable them to profit from a study of 
modern accountancy. 

If it were possible for the critics of the 
Institute’s proposal to see for themselves 
the typical quality of the answers sub- 
mitted by candidates at Institute examina- 
tions, much of the criticism would surely 
vanish. In an attempt to show that this 
is so, an experiment has been made with 
typical answers to a recent examination 
paper in the subject of Banking, Finance 
and Foreign Exchange. 

For the paper in question, 283 candi- 
dates sat. The arithmetic average of the 
marks obtained by the 283 candidates was 
02. The pass standard is 65. The number 
of candidates who reached that standard 
was 86. The number who obtained less than 
45 marks was 89. 

For the purposes of this experiment, 
every twentieth paper has been selected 


and typical sentences or phrases from 
these 14 papers are reproduced hereunder 
exactly as they appeared in the candi- 
dates’ answers. Unfortunately, it is not 
possible to reproduce the handwriting. 
The arithmetic average of the marks 
obtained by the 14 candidates was 51, that 
is almost exactly the same as the arithmetic 
average of marks obtained by all candi- 
dates at the examination. The sample 
chosen may thus be taken to be represen- 
tative of the whole number of candidates. 


Here are the extracts :— 


CANDIDATE 1.—No extract chosen. 


2.—The increased interest 
rate may also attract money for invest- 
ment into the country from an outside 
country offering a lower rate, this influx 
or demand for local currency tends to 
right the exchange rate. 

CANDIDATE 3.—The cash reserve would 
rise immediately but later would fall 
because less investment in producer goods 
would result in loss of employment for 
those employed on producer goods, these 
people would withdraw from the banks, the 
demand they would create for consumer 
goods would fall and people employed 
thereon would loose their positions, they 
would withdraw their deposits ete. ete. 


CANDIDATE 


CANDIDATE 4.—No extract chosen. 


CanpipaTe 5.—A fixed maximum fiduci- 
ary note issue is one which is not backed 
by gold and this occurred in England. 

CanpiIpATE 6.—The liabilities side of the 
balance sheet comprises of only two items. 

CANDIDATE 7.—With exports increasing 
and imports declining, purchase of local 
eurrency by foreign buyers is encourage 
and purchase of foreign currencies by 
local buyers is disencouraged. 

CANDIDATE 8.—Although the Common- 
wealth Bank had the power to alter the 
note issue to comply with the amount of 
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gold in the country the trading banks had 
the power to alter the amount of gold in 
their vaults. 

CANDIDATE 9.—A fixed maximum fiduci- 
ary note issue is one where the total 
amount, to which notes may be issued, 
backed by Government securities, any ex- 
cess note issue above the fixed maximum 
fiduciary note issue must be backed £1 for 
£1 with gold. It must be altered by 
statute. 

CANDIDATE 10.—That is to say if London 
balanees became to high the Banks would 
reduce them or at least lessen the issue of 
Overdrafts to bring back a favorable posi- 
tion as regards liquidity. 

CANDIDATE 11.—Thus we see that people 
may wish to exchange currencies of differ- 
ent countries for Trade, Speculation, 


Travelling and another possibility is in re- 
payment of war debts. 


CANDIDATE 12.—This eandidate did not 
submit any answers. 

CANDIDATE 13.—If there was a draw of 
gvold on the bank it would be necessary to 
contract the bank credit. 


CANDIDATE 14.—Limiting the amount of 
currency to be taken out of the country by 
tourists or immigrants for example Sup- 
posing an Englishman would normally 
visit the continent and spend £1000 but he 
is limited by regulations to £100 there 
would be a direct reduction of £900 in the 
demand for foreign currency. 

These extracts, it should be mentioned, 
are not bad examples deliberately selected. 
They are typical examples selected in such 
a way as to avoid bias and accurately to re- 
flect the general standard of education of 
the majority of the candidates. 

Much worse examples could have been 
selected. For instance: 
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‘*ouilt edge securities’’; 
‘‘their’’ for ‘‘there’’; 

‘‘the cash reserve ratio would be re- 
duced from 1/7 to 1/6’’; 
‘‘the eountry is deleted of its 

stocks’’; 

Cash reserve ratio included as an asset 
in a skeleton bank balance sheet ; 
‘By reducing advances at a time when 

advances are exactly equal to de- 

posits the bank creates a contraction 

of credit’’; 
‘Local producers would feel the benefit 
of the higher imports prices cost in 
that it provides a protective Mar- 
gin’’. 
us be careful not to overstate the 
case. As a bare minimum, any candidate 
for admission to the examinations of a 
body such as the Commonwealth Institute 
of Accountants should be able to under- 
stand a text book written in the English 
language, he should be able to express his 
thoughts in writing in a simple, clear, and 
grammatical manner, he should be able to 
spell and to punctuate reasonably well, he 
should have sufficient knowledge of mathe- 
maties to know that 1/6 is a higher ratio 
than 1/7, or, to take a common mistake 
from another paper, that the product of 
— 2 and —2 is + 4 and not — 4. 

If those basic and elementary proposi- 
tions are accepted, it must be evident that 
the typical candidate for the Institute 
examinations has not the bare minimum of 
general educational qualification which 
should be expected of anyone who hopes to 
become a member of the Institute or of 
any other institute of professional men. 

Finally, if the existing entrance stan- 
dard does not result in candidates for the 
examinations being sufficiently well pre- 
pared, is there any escape from the abso- 
lute necessity to raise that standard? 


gold 


Let 








September, 1951 


The Australian Accountant 


RESTRICTION OF NON-ESSENTIAL 
CAPITAL EXPENDITURE IN CANADA 


The Economist, 12 May 1951, reports an 
interesting device which has been adopted 
by the Canadian Government in order to 
discourage non-essential capital expendi- 
ture in competition with the defence pro- 
gramme. The Ottawa correspondent of 
The Economist says :— 

‘*In Canada more than in any other wes- 
tern country the defence programme comes 
into conflict, not so much with consumer 
spending or with social services as with 
capital development. The level of capital 
development in this country ever since the 
war has been such that it alone would have 
strained available supplies of basic materi- 
als and of labour without any added de- 
fence programme. New mines, new oil and 
gas wells, new transportation facilities, 
new building, new factory capacity would, 
if unrestricted, use all and more than all 
the steel available. This is the most serious 
shortage ; but others follow. To make room 
for a defence programme costing $1,664 
million (over $890 million more than last 
year) the main Canadian necessity is to re- 
strict non-essential capital expenditure. 


‘‘The prosperous financial condition of 


most business corporations raised some 
doubt about the effectiveness of any of the 
orthodox means of discouraging expendi- 
ture. Even with a corporation income tax 
at the new rate of 50 per cent (524 per 
cent in Ontario and Quebec, where the pro- 
vincial tax is higher than elsewhere), most 
corporations are in a liquid position and 
have adequate resources to finance capital 
development without borrowing. If any 
direct controls could curb expansion, they 
would have to be controls on construction, 
and the Canadian Government’s experi- 
ence in the last war was that these are 
almost impossible to impose effectively and 
fairly. 

“The solution adopted by the Govern- 
ment, which looks as though it may become 
in one form or another a standard device, 


is to defer depreciation allowances on all 
new capital assets for four years. The right 
to charge depreciation for tax purposes is 
not cancelled or reduced: it is carried for- 
ward. A new and depreciable asset ac- 
quired now cannot appear in the tax caleu- 
lations for 1951-52; it may appear in the 
year 1955-56, and from then on. The effect 
of this is expected to be to induce a great 
deal of caution in capital expenditures on 
what Mr. Abbott called ‘frills, gadgets and 
generally ‘‘dressing up’’ offices, stores and 
buildings’. It should remove the incentive 
to spend corporation funds on ‘quick turn- 
over’ investments which might otherwise 
be encouraged by the high rates of tax 
The prudent investor will want to feel sure 
that his project is likely to be profitable in 
the long-run: unless it is soundly based he 
may find himself out of profits at the very 
time when he is allowed to charge his de- 
ferred depreciation. 

‘‘This new device has, moreover, been 
made flexible in recognition of the fact that 
capital development of the right sort must 
be allowed to continue in the interests of 
the defence programme. Projects of a cer- 
tain class have a blanket exemption from 
the new depreciation rule: they are pro- 
jects for producing or distributing elec- 
tricity, gas or water, telegraph and tele- 
phone services, pipelines, gas or oil wells, 
and lumbering. In addition other invest- 
ments may be excepted (and allowed to 
charge depreciation normally) on a cer- 
tificate from the Minister of Trade and 
Commerce. Such certificates will be 
granted for defence projects, and in gen- 
eral for transport or communication sys- 
tems, or anything which increases primary 
production in agriculture, mining, pet- 
roleum, lumber or paper. Genuine and 
proper development of natural resources 
should not, therefore, be impeded, but the 
speculative attempt to use up precious 
materials in meeting inessential consumer 
demand will be sharply discouraged.’’ 
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THE CLEARING HOUSE 


TRANSFER TROUBLES 


In the June ‘‘Clearing House’’ I related 
the story of the way in which Mr. Tours 
a large-scale operator of omnibus services, 
had sought and applied the advice of his 
medical adviser on a problem which was 
damaging his health. 

To the less discerning, the local chemist 
is often ‘‘better than a doctor.’’ But some- 
times the doctor is aware of all the factors 
on which his diagnosis and treatment are 
based. The local chemist usually is not in 
that position. 

In the July issue, the pharmaceutical 
friend of B.J.S. deseribes Mr. Tours’ medi- 
cal advice as a complicated, doubtful, four- 
point plan. 

For a number of good reasons, Mr. Tours 
did not want to pay, on the transfer of his 
vehicles : 

(a) income tax on an extra £10,000 
in the one year of sale, or 
(b) gift duty on £10,000. 

The simple one-point solution given 
Tours was that he retain his vehicles and 
rent them to the company for an amount 
equal to the depreciation claimed in his 
income tax return. 

The apotheeary’s reasoning that Mr. 
Tours would still be taxed on the difference 
between £15,000 and £25,000 suggests that 


methylated spirits is not used solely for 
liniments by certain pharmacists. 

If the vehicles were valued at £25,000 on 
a particular date, does our chemist seri- 
ously contend that the sale or scrap value 
of the vehicles remains at £25,000 for ever- 
more, no matter how many subsequent 
years of hard use the vehicles suffer? 

Inflation of the currency does not neces- 
sarily keep in step with deterioration of 
commercial motor vehicles! 

The Knight of the Mortar & Pestle offers 
the jejune comment that if Tours sells the 
vehicles at the market price of £25,000 the 
company will receive a depreciation allow- 
ance. But Tours sought a solution of his 
problem for the very reason that it was not 
to his advantage to pay income tax on an 
additional £10,000 in one particular income 
year. The local Purveyor of Potions should 
prescribe for Tours, not for someone else. 

The Tours prescription is not intended 
as a panacea for all transfer troubles. But 
the principle has been usefully applied 
over the years on more than one occasion 
to meet particular circumstances. Further- 
more, its efficacy does not depend on that 
now scarce ingredient, ‘‘initial deprecia- 
tion.”’ 

R. N. ELuiort, F.c.A. (AUST.). 

Toowoomba, Queensland. 


“AS AT” 


There appears to be an unwritten law 
for the heading of a balance sheet: it must 
be ‘‘as at’’ the balance date. Possibly this 
has given laymen the impression that ‘‘ac- 
countants ean do anything with figures.’’ 
The very words ‘‘as at’’ seem to hint that 
some manipulation has taken place—to the 
lay mind, some sort of financial jugglery. 
It is not customary to speak of the Mel- 
bourne Cup as having been run as at 
November 6. Nobody refers to his birth- 
day as being as at a given date. ‘‘The 
landing at Gallipoli occurred as at April 
25, 1915’; it sounds clumsy and unusual. 
It would seem desirable to produce a bal- 
ance sheet ‘‘at June 30’’ or ‘‘on June 30,’’ 
or simply ‘‘Balance Sheet, June 30.’’ 


This brings us to another curious custom 
in bookkeeping. From earliest times, ac- 
countants have made entries in books con- 
taining ruled date columns. The date has 
always been written with the month first 
and the day of that month next. This was 
standard practice for manual bookkeeping. 
Accounting machines have carried on the 
tradition: ‘‘the 30th of May’’ becomes the 
printed ‘‘May 30.’’ Notwithstanding these 
time-honoured practices, as soon as we 
reach the  balance-date, our method 
changes. It changes only for that one day 
—June 30 becomes the 30th June. But the 
first of July is entered in all books as 
July 1. Newspapers, general periodicals, 
and accountancy institute publications do 
not change from the month/day form. 
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The Clearing House—continued 
American accountants follow 
lished bookkeeping method. They even 
earry it a step further when writing 
figures only. With them, 6.30.1951 is 
June 30, 1951; 5.4.51 is May 4, 1951, and 
80 On. 

Possibly these peculiarities of accoun- 
tants have caused lawyers to incorporate 
in documents such expressions as ‘‘on the 


the estab- 
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thirtieth day of June and the thirty-first 
day of December.’’ They avoid ‘‘as at’’ 
and eschew mere figures. There is then no 
room for doubt. 

Melbourne. ‘** Artic.” 

| It seems that ‘‘ Attic’’ has started some- 
thing. When you reply, perhaps you might 
also say what you think of the expression 
commonly used in U.S.A., ‘‘as of.’’—Edi- 
tor. | 


DEBIT AND CREDIT BALANCES IN CASH BOOK 


The deseription ‘‘debit’’ or ‘‘eredit’’ as 
applied to cash book balances, also to the 
bank account in the ledger (where one is 
so kept) has always seemed misleading to 
me. 

Textbooks and = accounting coaches 
always use the words ‘‘credit balance’’ to 
describe an overdrawn balance and ‘‘debit 
balance’’ to describe a credit bank balance. 


As a cash book (or bank account in the 
ledger) purports to be a statement of what 
the bank balance would be if all transac- 
tions were recorded in both the cash book 
and by the bank itself at any given date, 
the description ‘‘debit’’ or ‘‘eredit”’ 
should correspond with the banker’s use of 
them. In other words, debit and credit 


should be used to convey exactly opposite 
meanings to what they do now. 

In my practical experience, without ex- 
ception young accountancy students have 
approached the question of cash book bal- 
ances relating to bank reconciliation prob- 
lems with doubts in their minds, and in 
some cases misgivings, largely because of 
the ambiguous description of debit and 
credit balances as already outlined. 

Moreover, the layman has no hope of 
understanding us on this point. 

So may I humbly suggest, if we are to 
aim at simplicity and clarity, why not use 
the words ‘‘overdrawn balance’’ or ‘‘sur- 
plus balance’’ to deseribe an overdraft or 
a credit bank balance as the case may be. 

Melbourne. ‘* AUDITOR.” 


CAPITAL PAID UP OTHERWISE THAN IN CASH 


A company was formed to acquire a 


freehold property from a vendor, who 
agreed to accept as payment so much in 
cash and the balance in shares of the com- 
pany. The method of recording the trans- 
action in the company’s books was by 
journal entry as under: 
Freehold Property ae ee 

to Vendor ea 
For the full purchase price. 
Vendor oT 
to Share Capital 
For the issue of ...shares of 

£1 each issued in part 

payment. 

A cheque was paid to the vendor for the 
balance. The point is: are these vendor 
shares to be regarded as issued ‘‘otherwise 
than for cash.’’ I think the Registrar of 
Companies would interpret the transaction 
literally and would say ‘‘ Yes.’’ 

Would it make any difference if the 
company had drawn a cheque for the full 
purchase price and received a cheque from 


the vendor for the shares he applied for! 
That is probably the course that a solicitor 
would advise. 

I am of the opinion that, having regard 
to the intention of the parties, the trans- 
action was a cash one: the fact of passing 
journal entries instead of cheques made 
no difference. I am aware, of course, that 
particulars of any agreement entered into 
with a vendor for the issue of shares other- 
wise than for cash must be registered in 
the Companies Office, and that, if this is 
not done, in the event of liquidation the 
liquidator may consider that the shares 
were not paid up. 

It is suggested that general understand- 
ing should be reached as to whether the 
transaction which might have been execu- 
ted by exchange of cheques is altered in 
character so as to involve additional statu- 
tory obligations if it is recorded by journal 
entries instead. 


Adelaide. C. W. L. MUuEcKE. 


Have you anything to clear? 
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NEGLIGENCE: LIABILITY OF ACCOUNTANTS WHERE ACCOUNTS 
PREPARED NEGLIGENTLY AND SHOWN TO PROSPECTIVE 
INVESTOR IN COMPANY WHO INVESTED ON THE 
FAITH OF THEM AND SUFFERED LOSS 


The managing director of a company in- 
structed the defendants, a firm of accoun- 
tants and auditors, to prepare the com- 
pany’s accounts and balance sheet. A clerk 
in the employment of the defendants (who 
was held to be acting throughout within 
the scope of his employment) prepared the 
accounts, knowing that they were wanted 
for the purpose of inducing the plaintiff 
to invest money in the company. The draft 
accounts were shown to the plaintiff in the 
presence of the defendant’s clerk, and, re- 
lying on their accuracy, the plaintiff sub- 
scribed £2,000 for shares in the company. 
The defendants subsequently certified the 
accounts in the form in which their clerk 
had shown them to the plaintiff. The ac- 
counts had been prepared negligently, but 
without any fraud on the part of the de- 
fendants or their clerk, and did not give 
a true statement of the financial position 
of the company. The company went into 
liquidation, and, there being no assets, the 
plaintiff lost the money which he had in- 
vested. In an action against the defen- 
dants for damages for negligence, or, alter- 
natively, for breach of their duty, in the 
circumstances, to give the plaintiff aceur- 
ate information, 

Held (Court of Appeal) : 

(i) (Denning, L.J., dissenting) in the 
absence of a contractual or fiduciary rela- 
tionship between the parties, the defen- 
dants owed no duty to the plaintiff to exer- 
cise care in preparing the accounts and 
giving their certificate, and the plaintiff, 
therefore, could not maintain against them 
an action for negligence. 

(ii) sinee the plaintiff had invested the 
sum of £2,000 before the relationship be- 
tween the defendants, as auditors, and the 
plaintiff, as shareholder, of the company 
had become operative, no damage flowed 
from the breach of any such duty owed by 
the defendants to the plaintiff in that cap- 


acity. (Candler v. Crane Christmas & Co., 
[1951] 1 All E.R. 426.) 

This case involves the question whether 
liability to third parties may extend 
beyond injury to life, limb, or health, in 
the absence of fraud, contract, or fiduciary 
relationship. It is, moreover, of far-reach- 
ing importance to accountants, for the 
strong dissenting judgment of Denning, 
L.J., opens up vistas of wide responsibili- 
ties to persons who may act on the faith of 
accounts. 

In Donoghue v. Stevenson, [1932] A.C. 
562, a soft-drink manufacturer was held 
liable in damages to a consumer of ginger- 
beer where a snail was found in the bottle. 
Lord Atkin there laid down his classical 
test of liability for negligence: ‘‘You must 
take reasonable care to avoid acts or omis- 
sions which you can reasonably foresee 
would be likely to injure your neighbour. 
Who, then, in law, is my neighbour? The 
answer seems to be—persons who are so 
closely and directly affected by my act that 
I ought reasonably to have them in contem- 
plation as being so affected when I am 
directing my mind to the acts or omissions 
which are called in question.’’ 

It was argued for the plaintiff in the 
instant case that the application of this 
test showed that the accountants owed him 
a duty of care. 

The defendants set up that there was no 
contractual relationship between them- 
selves and the plaintiff and there was no 
authority for making them liable. The 
Donoghue v. Stevenson line of cases, in- 
eluding Haseldene v. Daw, [1941] 3 All 
E.R. 156, and Denny v. Supplies and 
Transport Co. Ltd., [1950] 2 K.B. 374, 
have never extended the liability beyond 
eases of physical damage. Derry v. Peak 
(1889), 14 App. Cas. 337, clearly contem- 
plates that ‘‘a merely negligent misrepre- 
sentation made by a director to potential 





354 


Legal Section—continued 

subscribers for shares on which some of 
them act to their detriment, affords the 
latter no remedy.’’ On the other hand, 
Le Inevre v. Gould, [1893] 1 Q.B. 491, is 
positive authority for there being no lia- 
bility to third parties for negligent state- 
ments. A surveyor there surveyed work 
for a building owner and handed eertifi- 
cates to him, so that the owner would know 
the amounts which he had to pay the 
builder. The owner then used the certifi- 
eates to obtain advances from his own 


mortgagees, who relied on them instead of 
on certificates of their own surveyor. It 
was held that the surveyor was under no 
duty of care to the mortgagees. 


Asquith, L.J., observed in the present 
ease that: ‘‘Counsel for the plaintiff was 
unable to point to any clear decided case, 
standing unreversed, either before or after 
Donoghue’s Case, in which (always apart 
from fraud, contract and fiduciary rela- 
tionship) A had ever been held liable to B 
in damages for a careless misrepresenta- 
tion,’’ and considered that singular conse- 
quences would follow if the ‘‘neighbour’’ 
principle were applied to every case of 
negligent misrepresentation. 


For instance, a marine hydrographer 
might carelessly omit to indicate on his 
map the existence of a reef. The captain 
of the ‘‘ Queen Mary,’’ in reliance on the 
map and having no opportunity of check- 
ing it by reference to any other map, steers 
her on the unsuspected rocks, and she be- 
comes a total loss. Is the unfortunate 
cartographer to be liable to her owners in 
negligence for some millions of pounds 
damages? Yet what line can be drawn be- 
tween him and the defendants in the 
present case? 


Cohen, L.J., also held that he was pre- 
cluded by authority from finding for the 
plaintiff, and derived support from the 
American case of Ultramares Corporation 
v. Touche (1931), 174 N.E. 441. In that 
case the accountants had certified the 
annual report of a company which, in 
order to finance its operations, required 
extensive credit and borrowed large sums 
from banks and other lenders. The court 
held that mere negligence did not make the 
defendants liable to the plaintiffs, who had 
made advances on the strength of the certi- 
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fied accounts, though they, in fact, found 
that there was evidence of negligence by 
the defendants in making their report. 

Denning, L.J., dissenting, cited these 
words from an earlier case: ‘‘A country 
whose administration of justice did not 
afford redress in a case of the present 
description would not be in a state of 
civilisation.’’ 

In his view persons, such as accountants, 
surveyors, valuers, and analysts, whose 
profession it is to examine books, accounts, 
and other things and to make reports on 
which persons other than their clients rely 
in the ordinary course of business, are 
under a duty of care—not merely in their 
reports but also in the work which results 
in their reports. 

To whom do these professional people 
owe this duty? Taking accountants as an 
example, ‘‘they owe the duty, of course, 
to their employer or client, and also, I 
think, to any third person to whom they 
themselves show the accounts, or to whom 
they know their employer is going to show 
the accounts so as to induce him to invest 
money or take some other action on them. 
I do not think, however, the duty can be 
extended still further so as to include 
strangers of whom they have heard nothing 
and to whom their employer without their 
knowledge may choose to show their ac- 
counts. Once the accountants have handed 
their accounts to their employer, they are 
not, as a rule, responsible for what he does 
with them without their knowledge or con- 
sent.’’ 

To what transactions does the duty of 
care extend? ‘‘It extends, I think, only to 
those transactions for which the accoun- 
tants knew their accounts were required. 
For instance, in the present case it ex- 
tends to the original investment of £2,000 
which the plaintiff made in reliance on the 
accounts, because the defendants knew that 
the accounts were required for his guid- 
ance in making that investment, but it does 
not extend to the subsequent £200 which 
he invested after he had been two months 
with the company.’’ 

Finally, said Denning, L.J.: ‘‘I think 
the law would fail to serve the best in- 
terests of the community if it should hold 
that accountants and auditors owe a duty 
to no one but their client. Its influence 
would be most marked in cases where the 
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client is a company or firm controlled by 
one man. It would encourage accountants 
to accept the information which the one 
man gives them without verifying it, and 
to prepare and present the accounts rather 
as a lawyer prepares and presents a case, 
putting the best appearance on the ac- 
counts they can without expressing their 
personal opinion of them. This is, to my 
way of thinking, an entirely wrong ap- 
proach. There is a great difference be- 
tween the lawyer and the accountant. The 
lawyer is never called on to express his 
personal belief in the truth of his client’s 
case, Whereas the accountant, who certifies 
the accounts of his client, is always called 
on to express his personal opinion whether 
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the accounts exhibit a true and correct 
view of his client’s affairs, and he is re- 
quired to do this, not so much for the satis- 
faction of his own client, but more for the 
guidance of _ shareholders, investors, 
revenue authorities, and others who may 
have to rely on the accounts in serious 
matters of business.’’ 

Lord Maemillan recognized in Donoghue 
v. Stevenson that ‘‘the categories of negli- 
gence are never closed.’’ It remains to be 
seen whether the dissenting judgment of 
Denning, L.J., foreshadows an extension of 
liability. This judgment merits the closest 
attention of all practitioners and of all pro- 
fessional bodies charged with the duty of 
formulating standards of practice for their 
members. 


CONTRACT: ILLEGAL TRANSACTION—PARTIES IN PARI DELICTO— 
AID OF COURT REFUSED 


In 1947 the defendant was anxious to 
send his wife and daughter abroad for the 
sake of the daughter’s health. Owing to 
the restrictions on English currency which 
were then in force he was unable to obtain 
from the Treasury what he considered an 
adequate allowance to enable them to stay 
abroad sufficiently long for the visit to be 
of benefit to the daughter, and, on 25 
August 1947, he entered into an agree- 
ment with the plaintiff, in contravention 
of the Exchange Control Act 1947, s. 1 (1) 
(Eng.), whereby the plaintiff agreed to 
make available £150 worth of Italian 
money for the wife and daughter in Italy 
within a week and the defendant promised 
to repay her with English money in Eng- 
land. As security for his promise, the 
defendant deposited with the plaintiff a 
share certificate for 140 shares in a com- 
pany. On 28 August the defendant’s wife 
and daughter went to Italy, but the plain- 
tiff failed to make any Italian money avail- 
able for them, and on 13 October they re- 
turned to England, sooner than they would 
have returned if they had had the money. 
The defendant then asked the plaintiff to 
return to him his share certificate, but she 
refused to do so. In an action by the plain- 
tiff to recover the sum of £150 from the 
defendant on the ground that she had 
made a loan to him of that sum, the defen- 
dant denied the loan, set out the true facts 
of the transaction, and counter-claimed for 


the return of the certificate. The plaintiff 
abandoned her claim at the commencement 
of the hearing of the action, but the defen- 
dant proceeded with his counterclaim and 
contended that, although the contract was 
an illegal one, as it was still executory he 
was allowed a locus poenitentiae, and 
therefore he was entitled to claim the re- 
turn of the certificate. 

Held (Pritchard, J., King’s Bench Div- 
ision) : the reason that the illegal transac- 
tion was not carried out was due, not to 
any repentance on the part of the defen- 
dant, but to the frustration of the contract 
by the plaintiff, and therefore, as the 
agreement relating to the deposit of the 
share certificate was one which sprang 
from the main illegal agreement and was 
tainted with the same illegality as that 
which attached to that agreement, and as 
the parties were in pari delicto at the time 
of making the agreement, the defendant 
was not entitled to seek. the aid of the 
Court to recover the certificate. (Bigos v. 
Bousted, [1951] 1 All E.R. 92.) 

The principle followed was enunciated 
by Maenaghten, J., in Berg v. Sadler & 
Moore, [1936] 2 All E.R. 462, in these 
words: ‘‘If dishonest people pay money 
for a dishonest purpose, and then by good 
fortune the offence which they designed to 
commit is not committed, are they entitled 
in this Court to come and ask for recovery 
of the money? In my opinion they are not. 





356 


Legal Section—continued 

It would be a bad example if this Court 
were to entertain an action by a man for 
money dishonestly paid for the purpose of 
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committing an offence against the criminal 
law, and he were allowed to claim from the 
Court an order that the money should be 
repaid.’’ 


BAILMENT: MOTOR VEHICLES LEFT IN YARD—LIABILITY OF LICENSEE 
OF PUBLIC HOUSE 


Before going into a public house for re- 
freshment the plaintiff left his motor 
bicyele in a closed yard adjoining and 
forming part of the premises. On the gates 
of the yard was the name of the public 
house, followed by the words ‘‘ Covered 
yard and garage’’. There was no atten- 
dant to look after vehicles which might be 
brought into the yard, and the plaintiff 
did not tell the defendant, the licensee of 
the public house, that he had left the 
bicycle there. When the plaintiff left the 
public house, he found that the bicycle had 
been stolen. In an action against the de- 
fendant claiming damages for its loss— 


Held (Court of Appeal) :— 

(i) Assuming that the defendant was 
not an innkeeper at common law and that 
he would not be liable for the loss of the 
motor bicycle unless the inference could 
be drawn from the circumstances that the 
plaintiff had actually or constructively de- 
livered the bicycle into his safe keeping, it 
was irrelevant to consider whether the 
plaintiff was an invitee or a licensee at the 
material time because the validity of the 
distinction between invitee and _ licensee 
bore only on matters relating to dangers 
arising from defects in the physical condi- 
tion of the invitor’s or licensor’s premises 
and personal injury resulting therefrom, 
and not on those relating to the existence 
of some form of bailment of goods with the 
invitor or licensor, and, even if the plain- 
tiff were an invitee, it did not follow that 
there was a delivery of possession of the 
bicycle by him to the defendant. 

(ii) On the facts there was a general in- 
vitation to customers, if so minded, to 
leave their vehicles in the yard, and this 
invitation was accepted by the plaintiff, 
but there was no delivery of possession, 
either actual or constructive, of the 
bicycle to the defendant, and therefore the 
defendant was not liable for its loss. 

Ashby v. Tolhurst, [1937] 2 All E.R. 
837, applied. (Tinsley v. Dudley, [1951] 
1 All E.R. 252.) 


With the above may be compared the 
following case :— 

On 15 February 1949, at about 9 p.m. 
the plaintiff, who was returning home in 
his motor car, stopped at the defendant’s 
inn (admittedly a common inn), to reach 
which the plaintiff had to pass his own 
house, and, having placed his motor car in 
the car park, he had drinks with friends at 
the inn. On leaving the inn an hour later 
he found that his ear had been stolen. The 
ear park consisted of an area in front of 
and contiguous to the inn, with a sign bear- 
ing the name of the hotel on one side and 
the following notice: ‘‘Car Park. Patrons 
only. Vehicles are admitted to this parking 
place on condition that the proprietor shall 
not be liable for loss of or damage to (a) 
any vehicle (b) anything in or on or about 
any vehicle, however such loss or damage 
may be caused. R.W.L., Proprietor.’’ In 
an action by the plaintiff against the pro- 
prietor of the inn for damages for the loss 
of the car— 

Held (Court of Appeal) :— 

(i) In an action against an innkeeper 
for damages for the loss of goods of a guest 
the owner of the goods must prove that at 
the time of the loss he was a ‘‘traveller”’. 

(ii) Although the plaintiff was residing 
in the immediate neighbourhood of the inn 
and visited it merely to take a drink, he 
was, none the less, a ‘‘traveller’’ for the 
purpose of establishing the defendant’s 
liability as an innkeeper at common law. 

(iii) The car park, being contiguous to 
the inn and one in which a guest with a 
car was customarily invited to leave it, 
there being no evidence that any other ac- 
commodation for cars was provided by the 
inn, and it being part of the defendant’s 
normal business to provide accommodation 
for the cars of guests, the car park was 
within the hospitium of the inn. 

(iv) (Denning, L.J., dissenting) The 
notice exhibited in the car park did not re- 
lieve the defendant of his liability, and 
therefore the plaintiff was entitled to re- 
cover. (Williams v. Linnitt, [1951] 1 All 
E.R. 278.) 
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BUDGETS AND BUDGETARY CONTROL 


by 


F. H. WILLIAMS 


PART I 


Introduction 

The writer feels that it is necessary at 
the outset to point out to the student that 
this discussion is not intended to be an ex- 
haustive treatise on the subject of budget- 
ing, but rather a set of notes which, it is 
hoped, will assist him to readily grasp the 
fundamentals required for examination 
purposes. 

No builder would proceed with the erec- 
tion of a structure without first calling for 
the necessary plans and specifications. So 
it should be in the case of the business man. 
He should have his PLAN, setting out the 
desired results for all activities of his busi- 
ness, so that by successfully carrying out 
the operations laid down in the plan, his 
business prospers and financial stability is 
achieved. This plan is called a BUDGET. 

The BUDGET may therefore be defined 
as management’s profit plan expressed in 
writing. The motive in every business is to 
earn a profit. Business PROFIT is the 
surplus represented by the difference be- 
tween costs and prices, and is used in the 
business as follows: 

(a) The payment of 

capital invested. 

(b) To increase the financial stability of 
the concern. 

(ec) Where the level of taxation permits, 
for the purposes of plant improve- 
ments and additions, technical and 
scientific research, ete. 

Without this adequate profit to be used 
for the abovementioned purposes, it can 
teadily be seen that enterprise would be 
stifled and the progress of industry halted. 
Thus we see that it is necessary for a busi- 
hess to make a profit, and it is claimed that 
the budget is an important aid to the 
realization of this objective. It is especially 
émphasized, however, that the budget, to 


interest on the 


give its full value, must be practical, 
readily understood, and allow for the fluc- 
tuating conditions of business. Moreover, 
its true value can only be obtained when 
it is used continually by the management 
to control the profit position of the con- 
cern. 


Advantages of Budgeting 


The question is often asked, ‘‘ What will 
a budget do for a business?’’ The answer, 
of course, lies in the advantages of the 
system, which may be set out thus :— 

(1) The budget sets a goal or objective 
against which actual performance 
can be measured. Thus it becomes a 
‘*safety signal,’’ and enables man- 
agement to take the necessary action 
to correct drifts. 

The budget enables the management 
to develop forward thinking and 
planning. 

A study of scientific market analysis 
becomes necessary. 

The business is safeguarded in that 
the budget presents the possibility 
of anticipated profit being wiped 
out by unusual expenditure, ete. 
Executive ability and the organiza- 
tion of essential management func- 
tions are developed. 

Centralized executive control over 
the internal operations of the busi- 
ness on a ‘‘functional’’ basis may 
be established. 

It enables the most economical use 
of the working capital of the busi- 
ness, as financial arrangements for 
proposed operations may be made in 
advance. 

Production activities may be 
planned to co-ordinate with the sales 
demand and the available finances. 
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Students’ Section—continued 
(9) All items of expense are continually 
being brought under review, and 
therefore become properly con- 
trolled. 

(10) Additions to plant, ete., are planned 
in advance, thus preventing undue 
and unwarranted expansion. 

(11) Stocks of raw materials and sup- 
plies are properly controlled. 

It should be remembered, however, that 
the budget is an aid to management. If it 
is to be successful, the budget plan must 
be supported by a vigorous and capable 
management. Only thus can the budget 
really aid management to obtain the profit 
target. 


Budgetary Control 

Budgetary control is defined as the use 
of frequent up-to-date reports, by which 
the budget is compared with actual results, 
thus securing control and enabling steps to 
be taken to correct drifts. From this 
definition it is obvious that far more is 
involved than the mere preparation of the 
budget. The actual performance must be 
compared with the budget and the varia- 
tions extracted. Then follows a careful 
analysis of these variations and an inves- 
tigation to discover the causes. The man- 
agement is thus enabled to correct any 
adverse trends before they can do any 
serious damage to the programme of opera- 
tions. Fluctuations in business are con- 
tinually taking place, and it is, of course, 
imperative that the management should 
realize their extent and the consequences 
involved. 


Recording 


In order that the preparation of the 
budget be based upon more accurate infor- 
mation than somebody’s ‘‘best guess,’’ it 
naturally follows that there are certain 
recording requirements. The growth of 
manufacturing, as distinct from merchan- 
dising, has shown management the neces- 
sity and importance of ‘‘information’’—to 
use as a basis for making important mana- 
gerial decisions and framing policies for 
future operations. Furthermore, as the 
budget must be compared with actual per- 
formance, the necessary information must 
be readily obtainable from the records of 
the concern. Thus the basic requirements 
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are claimed to be :— 

(1) A properly conducted general ac- 
counting set up giving accurate 
financial information, which will be 
used as the basis for the financial 
estimates. 

(2) Short-term profit and loss state- 
ments to enable the budget figures 
to be checked. 

(3) An adequate cost system to furnish 

information to be used as the basis 

for estimating the production costs, 
ete. 

An adequate classification of ac- 

counts, particularly for expenses of 

the business, to enable correct com- 
parison between actual and budget. 

5) Suitable stock records to reveal de- 
tails of material consumption. 


Length of Budget Period 


The first decision to be made for the 
introduction of budgetary control is the 
length of the period te be covered by the 
budget. 

As the budget must be co-ordinated with 
the principal functions of the business, the 
following factors must be carefully con- 
sidered :— 

1. THE AccOUNTING PErRiop. The neces- 
sary details of actual performance to check 
with the budget will be obtained from the 
accounting and cost accounting records. 
Therefore the beginning and end of the 
budget period must tie in with the period 
covered by the information obtained from 
these sources. The accounting period 
usually covers either six or twelve months; 
and the overall cost accounting period ties 
with this, but short-term results — say 
monthly—are also usually available. 

2. THE PropuctIon Pertop. This is also 
an important factor, particularly in some 
industries where, for instance, the period 
of processing to obtain the completed 
article or product is two, three or even 
four months. In such a ease the budget 
should cover one or more of these periods. 


3. MARKETING AND Stock PosiTION. 
Where market conditions are stable the 
budget may be prepared on a long-range 
basis. If, however, these conditions fluc- 
tuate violently, considerable frequent re- 
vision of the estimates beeomes necessary, 


— 
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and therefore a short budget period is in- 
dicated. Marketing fluctuations due to sea- 
sonable sales also have their influence on 
the stocks to be held. Thus where there is 
a peak sales period, e.g. swimsuits, pro- 
duction has to be carried on for some time 
to build up stocks, so that the budget 
period should be made to cover the period 
from the commencement of production (to 
provide for the sales peak) until the sales 
take place. If there is a quick stock turn- 
over, short-term estimates may be pre- 
pared. 

4. FINANCIAL Provision. This is an im- 
portant factor where, as is often the case 
nowadays, finance for the operations of the 
business is arranged through a bank. Un- 
der these circumstances financial require- 
ments must be planned well in advance and 
must be carefully controlled—e.g., to en- 
sure that the overdraft limit is not ex- 
ceeded. Thus a long-term budget is indi- 
cated. Irrespective of the method of 
finance, the financial and operating esti- 
mates should be co-ordinated. 

Finally, where there are no adequate re- 
cords of past performances, as for instance, 
where the business is a new venture, the 
budget period should be on a short-term 
basis to enable prompt revision until the 
accuracy of the basis of estimating has 
been substantiated. 
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Administration 


Where the concern is a small one the 
preparation and control of the budgetary 
system may be the responsibility of the 
cost accountant, secretary, or accountant. 
In the case of a large organization, how- 
ever, a great deal more work is involved in 
the collation of information for, and the 
preparation of, the budget, and a budget 
officer may be appointed. His duties are as 
follows :— 

(1) To obtain all departmental estimates 
from the executives concerned. 

(2) To collate this information and pre- 
pare the Master Plan or Budget. 


(3) Present the budgets, etc., to man- 
agement, e.g. board of directors, for 
approval. 

(4) Incorporate in the estimates any 
alterations decided upon, and trans- 
mit the necessary instructions to the 
executives concerned. 


Obtain the figures of actual per- 
formances to compare with the 
estimates and prepare the necessary 
progress reports for submission to 
the management. 

To carry out frequent checks and 
generally ensure that the budget- 
ary system continues to operate 
smoothly. 
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The Cliche Rechauffe 


One of the tricks of writing is to rehash 
the hackneyed literary phrase. By giving 
the cliché a twist you can convey a differ- 
ent meaning yet retain the flavour of the 
familiar. If we say “An old dog for a 
hard road,” I suppose we, and pur count- 
less predecessors, mean that a difficult 
task is best performed by a person of ex- 
perience. But, is this always true? I have 
found that the hard jobs are often done 
by the young, the inexperienced, and the 
enthusiastic. Faith wears stouter boots 
than knowledge. I believe it would be 
often nearer the mark to plead “It’s a 
hard road for an old dog,” or, more 
tersely, “Old soldier, old ——.” It fol- 
lows: “A young dog for a hard road,” or, 
where the task is well-nigh impossible, 
“A mad dog for a hard road.” 

A writer of last century named George 
Shaw called his play “Too true to be 
good,” by which he conveyed a different 
meaning from the old saw, although what 
the old writer’s meaning was has not as 
yet been discovered. But it looked all 
right. The look’s the thing, not the play. 

In Volume 10 of the decisions of the 
Board of Review you will find a case— 
Decision No. 146—where it was held that 
war-time (company) tax is a “tax imposed 
in respect of income” within the meaning 
of the definition of “income tax” con- 
tained in s. 20 (3) of the Commonwealth 
Debt Conversion Act. I won that case by 
invoking the aid of a fellow poet to 
demonstrate that “a tax by any other 
name would smell as sour.” 

It sometimes happens that you wish to 
convey the same idea as the man who first 
said it. If so, don’t quote him exactly, but 


give his saying a slight turn. “A stitch iy 
time saves nine” can be rendered “The® 
timely stitch keeps the pants from falk} 
ing.” “All that glitters is not gold” can 
be brought up to date by “The golden 
glitter may be H.O..” ’ 
Thackeray excelled in this sort of nom 
sense. Here are two examples from hig) 
Book of Snobs :— : 

“Be not too curious about the mouth of 
a gift-horse.” 

“He was not one of those beings who) 
would act the part of an incendiary 
towards the Thames.” 4 

The master of them all was, however 

Osear Wilde. The following are a few ex® 
amples of his writings :— q 
“We are born in an age when only the} 
dull are taken seriously.” q 
“It is always with the best intentiong§ 
that the worst work is done.” 3 
“The brilliant phrase, like good wing 
needs no bush.” 
“It is only about the things that do noty 
interest one that one can give aay 
unbiassed opinion; and that is m 
doubt the reason why an unbiassed 
opinion is always valueless.” 
“Nothing succeeds like excess.” 
“Punctuality is the thief of time.” J 
Mr. Churchill is another master of thé 
warmed-up cliché. During Mr. 
absence in Washington, some 
Labour Ministers quarrelled. “Ah,” said 
Mr. Churchill, “when the mouse is aways 
the cats will play.” j 

This note concludes with the followil 
extracts from ‘‘Spiced Tongue,’’ Readé 
Digest, June, 1950 :— 

“Mary had a little lamb and fleeced] 
white as snow.” 

“Book jacket—Fable of Contents.” 











